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The present handbook includes several papers presented at the Tax Academy organized in Sofia
in 2020 and 2021 on European tax ladong the years before and after thecession of
Bulgaria to the European Union in ZQ@uropean law has become a deeipart of national

law of the various Member States of the European Communities, now the European Union.

If we look back to the inception of what was then known as tinegean Communities in 1957,
although this could be foreseen, it was certainly mothe minds of most legal thinkerBhe
signature of the Treaty of Rome, which is now heralded as an important event and frequently
illustrated by pictures of the signatesi was, to contempagauniversity students, just another
event affecting the econoy at large but not a major political occurrenceas at that time a
student at the University of Louvain in Belgium and | remember only one lecture on the topic,
given ly a professor of the University of Munich, which was well attended, but did notacemp

to the many lectures given on the new French constitution voted at the occasion of the return of
G®n®r al de Gaulle to power.

The major effect for my native city, Brussewas a gradual change from a quiet and even
provincial town into a multiculturaand multinational capitallt is so that presently when

Brussels is cited, in the newspaper; it is referred not as the capital of Belgium but at the center

of European podly. The choice was casual and not really planf&é. European administration

was radily accessibld.was a member of a student club and asked my father, a lawyer, whether

it was possible to arrange for a visit to the European Commidgipriather callel the then
President of the Commissi on, who ondrendlg | awy .
terms, Jean Reyresident Rey invited us very kindly to have tea with him at the Commission.

Later, my former professor at Harvard University, Oliver Oldntame to visit Brussels and
asked me to organize a meeting with the head of taxaticegtor Nasini.l remember the
surprise of my American professor when he noticed that Mr. Nasini did not speak English and
apologetically said that the conversation sbolé in Italian or French, while | acted as a
translator.This was the European Commity of six countries, France, Germany, Italy and the
Benelux States.

French was the common language and remained so at the European Court of Justice by the
strength of jdicial conservatism.

The case law of the Court of Justice started to developHitstel field of competition where

the treaty provisions safeguarding the prohibition of agreements in restraint of trade and of
abuse of a dominant position proved, togethigh a subsequent directive on mergers, to be
essential to a common mark&axatian in general is not mentioned as such in the treaty but,

as rightly pointed out by Peter Waftel i The most basic idea of t he
i d eTd® customainion is the first area in which the Union has exclusive compet&hee.

topic culmnates in the EU Customs Code which éscfribed by Dr. Tsvetan Madaisknd

Mrs Irena Stavrevdf the Code and its regulations are common, customs proceglmians
national.Sometimes, procedural action will be criminal in nature, sometimes, it wilivide

The rights of taxpayers and the conduct of litigation is of course heavily influenced thereby.

! European Tax Law, vol. 1, General topics and direct taxation, 7th ed., by P.J. Wattel, O. Mdrkes a
Vermeulen, eds., Alphen aan den Rijn, Kluwer Law International, 2019, p. 11.

2 See at:f OHOMMCad.p OCIststed L O jWjCldoedasmls dz0@ Bdlsdedyj s dw
WodhdW¥dydueoOded d fdteOlsmMcd Mstd, dOtwkzh dd GYyds Gdeddge.© dzO0
RLHOIj dzihlsets dzO 11, 2019



Harmonization of indirect taxes was expressiiglressed by the treaty as it is a prerequisite for

the free circulation of goods within the simple markét. . Mi kov noveR dhg topics

where a significant body of European case law has developed over thélhedisal stage of

value added tax nyabe a long way to achieve but the harmonization of the tax base, with some
amount of compromise, was thesuét of an overhaul of previous directives by tHed&ective

Tax rates however, remain within limits, a national prerogative. A complex harrtionipé

excise taxes has also been devised. Let us notice that Bulgaria was able to retain a lower tax
rateon raki! If we turn to direct taxes, the relevance of the treaty was less oblitagk years

before the European Court of Justice deliveread asfit j udgment i n the fie
decision and it was not before 1990 when Mrs Christiane S@&ieecame Commissioner in
charge, that directives, namely on mergers and patdodidiary relationships, were issued at

the same time as an intational agreement on transfer pricing was sigrigdce then,
continuous developments have taken placed@itent that the United Kingdom, now a former
member of the Union, was at times aggravated by several ECJ judgments questioning the
compatibility d features of the UK tax system with primary law as set out in the tre@hess.

may have led the Court foequently insist on the balance to be kept between the respective
taxing powers of the States. The readers will be able to navigate such delivedpts as
proportionality, subsidiarity, rule of reason as a justification for restrictions, discrimigation
disparities and dislocations.

At the same time, provisions on State aid, technically part of the competition chapter of the
treaties, became arfoidable tool for the avoidance of unfair competition in the tax field
between countries of the Union, asfeissor Savina Mihaylova expands in her paper.

European law cannot be dissociated from the general trend of international tax law expressed
a.o. indouble tax treatie®\dministrative cooperation, mostly through exchange of information,
was submitted to aew impetus by G20 action and new EU directives on exchange of
information. The field is surveyed by Mr. Ivan Antonov and professor Ganeta MinKdw.
practice of the Supreme administrative Court of Bulgaria in the fields of direct and indirect
taxes come as an unavoidable topic in a study of this kihé covered by Judge Madeleine
PetrovaState liability for damages in the event of a breacBldflaw is commented by Judge
Iskra Alexandrova.Tax procedure issues, although national in nature, fadimg type of
harmonization except by reference to fundamental rights embodied in the EU charter, are of
paramount importance for the applicationtud principles as outlined by Mrs Irina Kirova and
Judge Maroussya Dimitrova. As of now, several referenese lheen made by Bulgarian
Courts for preliminary rulings by the ECJ.

The paramount topic of the taxation of digital economy, a nice subject foevénatual
resolution of tax disputes along the last directive on such disputes, is dealt with by Mr. lvan
Antonov.

The topic of Brexit and its still unknown consequences had to be covered and was so by Dr.
Tsvetan Madanski and Mrs Irena Stavreva.

Wemaygree with professor Mihayl ova when she w
must be highlighted asomef t he most significant achi eveme
following the changes a.nTthe Bulgadam presidenoghthd ons a
Council of the EU was the occasion of the disputed directive on mandatory exchange of
information inrelation to cros®order arrangements (DAC 6). Most tax statutes of Bulgaria

date back to 2002006 and were subsequently amendHaey form, withthe double tax

Sl nternational initiatives in the field of taxation a
85, year LVIII, 2019, p. 264.



treaties signed by Bulgaria and generally following the OECD Model Convention, although
Bulgaiia is not an OECD member, a coherent body of tax Tdve. Bulgarian reporter at the
International Fiscal Association London Congress in 2019 ribs#édhe implementation of the
BEPS project in Bulgaria would be done based on EU directives and regulatiossthan

own OECD guidelings As European tax law and European law generally are the common
property of all European lawyers and interestedeolers in the world, a vast body of
commentaries is available to the interested read®s is in sharp comst with the initial
literature on the topic: the first book on European law was written by two American scholars,
professors Stein and Nicholsdrhe glosis which accompanies every new decision of the Court
may be compared to the work of glossators aoskglossators in canonic law during the
Middle Ages.lt is therefore the task of universities to make such body of law readily accessible
tolawwer s i n every country and to communicate t
dealing with domestic prolies. The lectures which are reproduced in the present book
constitute a valuable step in that direction.

I would like to express my deepegatitude for the support rendered by the Dean of the Faculty
of Economics at Sofia University St. Kliment Ohridskgsoc. Prof. Atanas Georgiev, PhD,
towards realization of this project.

Jacques Malherbe
Professor emeritus of the Catholic Universityofivain
Advocate (Simont Braun, Brussels)

4 Andonova, L., Cahiers de Droit fiscal international, vol. 104, p. 86.
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Contents

Introduction European Institutions
Division of powers within the EU

Treaty of Lisbon (2007) replaces Treaty of Rome (1957)
Treaty of European Union (TEU)

Treaty on the functioning of the EU (TFEU)

Competences not conferred upon Union remain with Member States
(MS)

13




Competences of the Union

Principle of conferral (Art. 5 TEU)

Exclusive competences
Art. 3 TFEU
Customs union
Competition rules
Monetary policy (in Euro countries)
Common commercial policy

Shared competences with preemption
Both Union and MS are competent but when the Union exercises its
competence, MS lose their competence
Art. 4 TFEU

Shared competences without preemption

The Union is only competent to support, coordinate or supplemnt and may
not sepersede competence of MS
Art. 6 TFEU

Institutions

Council of Ministers

Council

Parliament

Commission

Economic and Social
Committee
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Principles >|B

Union actions only if
purpose cannot be
achieved by MS

Art.5(3) TEU

Subsidiarity

Action not to go
beyond what is

Pro portional |ty necessary to achieve

objective of Treaty
Art. 5(4) TEU

The Court has the power to annul Union acts which are in breach ofS B
subsidiarity or proportionality (art. 263 TFEU) or to declare them
invalid (art. 267 TFEU)

It has never done so
Yellow card procedure

Protocol no. 2 to the Lisbon Treaty on the principles of subsidiarity
and proportionality

A national parliament (or a chamber) may submit a reasoned opinion
to the effect that a draft legislation act is a breach of subsidiarity

Each parliament has 2 votes

One third of the votes is necessary to compel the Commission to
review its proposal

Ex. CCTB: not 1/3
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Relation Union law / National law

Union law

Primary law:
Treaties
Charter of Fundamental Rights
Art. 288 TFEU
Secondary law:
regulations
directives
Decisions

International agreements: Art. 216

General principles

General principles

Common to constitutional and legal traditions of MS

Fundamental rights: codified in Charter (2000) integrated in Lisbon
Treaty (2009)

Systemic principles:
Primacy of Union law
Direct effect of Union law
Procedural law: equivalence / effectiveness
Subsidiarity
Proportionality
Prohibition of abuse
Legal certainty
Legitimate expectations
equality
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Soft law

Recommendations of Commission
Opinions of Commission
Resolutions of Council

Codes of conduct

Harmful Tax Competition ( 1 9 9 7Taxers cartel &
Transfer Pricing:
Implementation of EU Arbitration Convention (2009)
Documentation (2006)
Communications to:
Council
Parliament
Economic and social Committee

Recommendations

Tax relief for non-residents (1993)

Aggressive tax planning (2012)

Tax treaty abuse (2016)
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Communications

In order to
- coordinate MS tax systems

- announce policy

Coordinating direct tax systems (2006)
Exit taxation (2006)

Tax treatment of losses (2006)

Application of anti-abuse measures (2007)

Resolutions of Council

Coordination of CFC and thin capitalization rules (2010)
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Comitology

Delegation of powers by Council to Commission to adopt

Delegated acts
Implementing acts

Control by Council at qualified majority
By-passes unanimity requirement

Exercized for implementing acts by Committees of MS
representatives

Reg. No. 182/2011, art. 5-6

Primacy of Union law

National provision

Ainterpreted in a way consistent with Union law
Ainapplicable if contrary to Union law

19




Direct effect

Vertical

Abetween State and citizen

Horizontal

Abetween citizens
Anot recognized to directives

Judicial remedies

Liability of MS
A reparation of damage

Preliminary rulings

A national jurisdiction refers questions of EU law to Court of
Justice of the Union

A Court gives binding interpretation
AMS must amend its law
A effect for the past

20




Action for infringement

O
‘

A Commission
AMS

before EJC

Powers of EU in field of taxation s B
Direct taxation in general

Competence of the State
A 1/3 of budget

Double taxation

A relief by

A unilateral measures

A double tax conventions (DTC)
A methods

A exemption

A credit
A obstacle to internal market

OECD Model Convention

21




EU competence S

Direct taxation

General provisions

Directives for approximation of  laws affecting internal market o art.115

Freedoms encompassing a.o. direct taxes

Taxation

Is an internal market issue
Art. 4(2)a TFEU

Shared competence with preemption

22




In the field of indirect taxes which is harmonized
CJEU case law is tax law: technical

In the field of direct taxes

Not a little harmonized
It is a general EU law

Five freedoms S

Free movement of goods (art. 34 TFEU)

Free movement of persons (art. 45)

Freedom of establishment (art. 49)

Free movement of services (art. 56)

Free movement of capitals (art. 63)

« according to settled caselaw, although direct taxation falls within their competence,
Member States mustnonethelessexercise that competence consistently with Community law
and, in particular, avoid any discrimination on grounds of nationality »

N
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Other EU initiatives

Fight against harmful tax competition

A Code of Conduct for Business Taxation (1997)

Prohibition of State Aid

AArt. 107 -118

A Notice on application of State  Aid rules to direct business
taxation (1998)

Other EU initiatives

Coordination

Communication of Commission

A Exit taxes
A Compensation of cross -border losses
ATax fraud and evasion




Role of ECJ >

Compatibility of national law

Awith directives
AwithTFEU freedoms
Ano restriction
Ano discrimination

Free movement of goods

Article 34 TFEU

Quantitative restrictions on imports and all measures having
equivalent effect shall be prohibited between Member States




Free movement of persons

Article 45

|. Freedom of movement for workers shall be secured within
the Community

Free movement of establishment

Article 49

érestrict i freadom ofrestablishenent of nationals of
a Member State in the territory of another Member State
shall be prohibited . Such prohibition shall also apply to
restrictions on the setting -up of agencies, branches or
subsidiaries by nationals of any Member State established in
the territory of any Member State




Free movement of services

Article 56

érestr i c fraedom g0 poovide services within the
Community shall be prohibited in respect of nationals of
Member States who are established in a State of the
Community other than that of the person for whom the
services are intended

Free movement of capital

Article 63

I . éall r e s t moventemnt cohcapitab betweem e
Member States and between Member States and third
countries shall be prohibited




Free movement of capital

Article 65.1

€ without prejudice to the right of Member States:

(a) to apply the relevant provisions of their tax law which distinguish
between taxpayers who are not in the same situation with regard to
their place of residence or with regard to the place where their capital is
invested,

(b) to take all requisite measures to prevent infringements of national
law and regulations, in particular in the field of taxation € orto take
measures which are justified on grounds of public policy or public
security

Third Countries
Freedom of movement of capital

If freedom of movement of capital impeded, it is a

consequence of the restriction of freedom of
establishment

28




S B

Justification of restrictions

Cohesion of tax system: yes, if

Asame taxpayer
Asame tax
Adirect link between relief and tax

Loss of tax revenue: no

Territoriality : yes, but

Insuring effective tax control: yes

Abut exchange of information  suffices

Preventing tax avoidance: yes

Abut case by case approach

Offsetting other advantages: no

S B

Part II.

Analysis of some
aspects of the case
law of the ECJ
Positive
Harmonization




Chapter 1. Taxation of companies

Section 1. Freedom to choose the form of establishment in other

Member States

§ 1. In the Host State (country of source)

A. Tax treatment of Permanent Establishments of
EU companies in the Host State

Same tax treatment for branch and domestic company : imputation of corporate tax
corresponding to distributed profit on corporate tax due on dividend

Avoir fiscal, C -270/83, ECJ, 28 January 1986

Foreign insurance companies obliged to invest part of reserves in French

shares S B
Objections of French government and answers of the Court

O: no harmonization of tax laws

A: exercise of fundamental freedoms cannot be conditioned by harmonization of
legislations

O: déscrimination can only be solved by bilateral conventions extending tax credit to non-
residents

A: conventions are based on recipraocity application field of freedoms established by the
Treaty; cannot be restricted by requirements of reciprocity

O: risk of tax avoidance: localisation of French participations in French branch
A: risk of tax evasion my not justify non-application of Treaty

O: possibility to create a subsidiary

A: may be more onerous than a branch

O: distinction in all tax systems between residents and non-residents

A: France under its territoriality principle taxes residents and non-residents alike only on
their entreprises in France

30




S

Avoir fiscal

A 19 Evenif the possibility cannot altogether be excluded that a distinction
basedon the location of the registered office of a company or the place of
residenceof a natural person may, under certain conditions, be justified in
an area such astax law, it must be observedin this casethat French tax
law does not distinguish,for the purpose of determining the income liable
to corporation tax, between companies having their registered office in
France and branches and agenciessituated in France of companies whose
registered office is abroad. By virtue of article 209 of the code general des
impots, both are liable to taxation on profits made in undertakings carried
on in France,é

B

S

Avoir fiscal

A 20 Since the rules at issue place companies whose registered office is in
France and branches and agenciessituated in France of companies whose
registered office is abroad on the same footing for the purposesof taxing
their profits, those rules cannot, without giving rise to discrimination, treat
them differently in regard to the grant of an advantage related to
taxation, suchass h ar e h ¢ak dreditssBy treating the two forms of
establishmentsin the sameway for the purposesof taxing their profits, the
Frenchlegislature hasin fact admitted that there is no objective difference
between their positions in regard to the detailed rules and conditions
relating to that taxation which could justify different treatment

B
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S B

Avoir fiscal

A 241t must first be noted that the fact that the laws of the member states
on corporation tax have not been harmonized cannot justify the
difference of treatment in this case Although it is true that in the absence
of such harmonization, a ¢ 0 mp a tay f@osition dependson the national
law applied to it, article 52 of the EECtreaty prohibits the member states
from laying down in their laws conditions for the pursuit of activities by
personsexercisingtheir right of establishmentwhich differ from those laid
down for its own nationals

Branch in Germany of a French company S B

Dividends received from

EU States: Italy i Austria
Third countries: Switzerland - USA

Relief granted by

Treaty
Domestic law

restricted to residents

Infringement of freedom of establishment: thrufold

right to be treated as a resident by host State
right not to be hindered in establishing abroad by origin State
right to choose legal form

Non-residents subject only to tax on German-source branch profits: irrelevant as
dividends are included in German tax base for non-residents and residents alike

Residents are not subject to tax on dividends due to relief

Non-residents are: discrimination
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Same tax rate on Permanent establishments as on domestic company
Royal Bank of Scotland ( Greece), C-311/97, ECJ, 29 April 1999

|

/I\/Ieasures to avoid double taxation of foreign dividends provided by N
Domestic lax: credit
Treaties : exemption
must be extended to permanent establishment
Saint-Gobain, C-307/97, ECJ, 14 September 1999
\C /
S B

B. Tax treatment of subsidiaries of EU companies in the
Host State (country of source)

33




X AB and Y AB v Risskattenverket, C-200/98, 18 November 1999

Swedish group contribution system

A Tax-free transfer of assets between group companies

A Allowed if Swedish subsidiary is held be Swedish parent via one
intermediate company in other MS: based on treaty non-
discrimination clause

A Not allowed if Swedish subsidiary is held by Swedish parent via
social companies established in more than one MS

A Breach of right of establishment

oY AA

Finnish group contribution system

A Profitable company may contribute profit to loss-making group
company

A Oy AA wants to contribute profits to loss-making UK parent: denied

A Discrimination: difference in treatment of subsidiaries according to
seat of parent company; makes it less attractive for parent to create
subsidiary in Finland

A Objection: local subsidiary of foreign parent not subject to tax not
comparable to local subsidiary of domestic parent subject to tax

A Criterion is subjection to tax, not seat
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S B
Justification
Balanced allocation of taxing powers
Group could choose country where profits would be taxed
MS of subsidiary would be forced to waive its right to tax in favour of
MS of the parent
S B

Oy AA

EU Parent Co con%{gﬂﬁon Finland Parent

Loss Co

(indirect Loss

shareholding )

Finland Sub-Co

35




Oy AA

«The fact that the MS of the transferor allows deduction of the transfer
from the taxable income of the transferor does not guarantee that the
aim pursued by the system applicable to transfers will be attained » [to
use the transferred amount for loss off-setting] (para.36)

|:> Different treatment according to the seat of parent Co

|:> Obstacle

Oy AA
Justifications:

- « balanced allocation of the power to tax » if « the system in questionis
designedto prevent conduct capable of jeopardising the right of the MS
to exercisetheir taxing powersin relation to activities carried on in their
territory » (para.54): risk to choose the place where profits are taxed

- Risk of double loss compensation:in this case, no loss compensation
(but deduction of income in order to compensate aloss)

- Tax avoidance

(2 justifications taken together )
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§ 2. In the State of residence

A. Tax treatment in the State of residence of Permanent
Establishments located in other Member States

Deutsche Shell, C -293/06, 28 February 2008
A Exhange loss on winding up permanent establishment
A Not admitted in Host State

A Must be allowed in Residence State

B. Tax treatment in the State of residence of subsidiaries established in
other Member States

Lammers &Van Cleeff, C-105/07, ECJ, 17 January 2008

Belgian rule applying 1/1 thin cap rule on interest to foreign parent
company director and notto Belgian director
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Lammers &Van Cleeff, C-105/07, ECJ, 17 January 2008

Requalification of advances by

A directors
A did not apply to Belgian companies which were directors
A applied to foreign companies which were directors

Discrimination

Rewe Zentralfinanz , C-347/04, 29 March 2007

A Write -downs on foreign subsidiaries subject to more stringent
conditions than for domestic subsidiaries

A May be compensated only with income from same foreign State
(P.E. or subsidiary)

» Restriction of
A Freedom of establishment

A Free movement of capital
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CFC Rules

Cadbury -Schweppes, C-196/04, 12 September 2006

Foreign subsidiary: CFC

Subject to tax lessthan 3/4ths of UK tax on profits

Transparent: profit taxed to 50 % parent in the UK

CFC Rules
Cadbury -Schweppes, C-196/04, 12 September 2006

Exceptions

Acceptable distribution  policy:
A 10 % profits distributed within 18 months and taxed to resident company

Exempt activities

A Trading activities

Public quotation

A 35 % of voting rights held on public -recognized stock exchange
De minimis

w ﬂ
©




CFC Rules
Cadbury -Schweppes, C-196/04, 12 September 2006

Motive test
1. Reduction in UK tax was not main purpose of transactions

giving rise to profits

2. Main reason of existence of CFC was not diversion of
profits
A Diversion of profits if without existence of CFC profits would have been taxable to

UK resident
A List of States meeting exemption conditions

CFC Rules
Cadbury -Schweppes Plc (CS)
Cadbury -Schweppes Overseas Ltd (CSO)

Two subsidiaries in Ireland:

Cadbury -SchweppesTreasury Services (CSTS)
Cadbury -SchweppesTreasury International (CSTI)

in International Financial Services Centre (IFSC) (Dublin)
Tax 10 %

Business: finance group
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CFC Rules

Taxation

Corporation tax (CT) of 8 M £ on CSTI for 1996
CSTS: loss

Appeal to Special Commissioners

Question for preliminary ruling :

Do Articles 59,56 and 63 preclude national tax legislation such asthat in issue
in the main proceedings, which provides in specified circumstances for the
imposition of a charge upon a company resident in that Member State in
respect of the profits of a subsidiary company resident in another Member
State and subject to a lower level of taxation?

CFC Rules
Court

Question refers also to art. 54:

Companies to be treated in the same way as natural persons for purposes of freedom of
establishment

National provisions applying to holdings

Giving influence on ¢ 0 mp a Kecidians
Allowing to determine ¢ o mp a @gtivitiss come within freedom of establishment

No free movement of services
capital

Restrictive effects are consequence of restriction of freedom of
establishment
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CFC Rules

Abuse of freedom of establishment
Purpose to benefit from a favourable legislation (here atax advantage) = abuse

Ex. Centros

Right to incorporate in UK and open secondary establishmentin Denmark avoiding
minimum paid up capital requirement

Inspire Art

Dutch legislation adding conditions for incorporation of local = companies to
registration of branch

CFC Rules

Hindrance to freedom of establishment?

Member States have competence in direct taxation. They must
exercise it consistently with Community law

Freedom of establishment implies right of self -employed to set up and
manage undertakings under same conditions as nationals

Right of companies to act through

Subsidiary
Branch
agency

42




CFC Rules
Directed to:
Host Member States: national treatment

Member State of origin : not hinder establishment in other Member
State of its nationals

Here : difference on basis of level of taxation
CFC in low tax Member State: profits attributed to resident parent

CFCin UK or « normal tax » Member State: profits of CFC not
taxable to parent

CFC Rules

Tax disadvantage

Answer UK : tax not higher than tax of UK subsidiary

Rebuttal

Resident company taxed on profits of other legal person
Not the case of subsidiary in UK or « normal tax » Member State

Dissuades from having subsidiary in low tax Y Member State
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S B
CFC Rules
Remark AG:
Tantamount to giving Member State rightto choose in which Member
State domestic companies may establish subsidiaries = single market
Member State have right to fix their tax rates
S B

CFC Rules

Justification or hindrance ?

Overriding reasons of public interest (art.52)
Not go beyond measures necessary to attain goal

UK: tax avoidance

Transfer of profits to low-tax State by transactions with subsidiary
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CFC Rules
Court

Reduction of tax revenue is not valid reason

Member State may not offset advantage of low taxation of subsidiary
in other Member State

Creation of secondary establishment: not general presumption of tax
evasion

CFC Rules

Etablishment : actual pursuit of activity through fixed establishment for
indefinite period

Not wholly artificial arrangement
Woudl jeopardize allocation of taxing power

Compare: transfer of lossesin group to high rate Member States
(Marks & Spencer)
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S B
CFC Rules
Factors:
Objective (AG)
Premises, staff and equipment to perform services taxed in Host
States
Genuine nature of services: comptence of staff; decision-making
Value added by s u b s i daictiaity (?) s
Subjective: no
Reduction of tax burden
S B

CFC Rules

Conclusion

CFC legislation is suitable to thwart tax avoidance

Non -applicability of exemption ( above) does not enable to conclude to
artificial arrangement

CFC legislation may not apply when tax motives but economic reality
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CFC Rules
National Court must judge when motive test enables taxpayer to give evidence
o]

actual establishment
genuine activities

Articles 49 and 54 must be interpreted as precluding the inclusion in the tax
base of a resident company established in a Member State ofProflts made by a
controlled foreign company in another Member State, when those profits are
subgect in that State to a lower level of taxation than that applicable in the first
State, unless such inclusion relates only to wholly artificial arrangements
intended to escape the national tax normally payable. Accordingly ,such a tax
measure must not be applied where it is proven ; on the basis of objective
factors which are ascertainable by third parties, that despite the existence of
tax motives that controlled company is actually established in the host
Member State and carries on genuine economic activities there

Chapter 2. Exit taxes

Lasteyrie du Saillant, C -350/11
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54. Moreover, the objective envisaged, namely preventing a taxpayer
from temporarily transferring his tax residence before selling
securities with the sole aim of avoiding payment of the tax on
increases in value due in France, may be achieved by measures that
are less coercive or less restrictive of the freedom of establishment,
relating specifically to the risk of such a temporary transfer. As the
Advocate General has pointed out in paragraph 64 of his Opinion, the
French authorities could, for example, provide for the taxation of
taxpayers returning to France after realising their increases in value
during a relatively brief stay in another Member State, which would
avoid affecting the position of taxpayers having no aim other than the
bona fide exercise of their freedom of establishment in another
Member State

- France
- Exit tax
- Unrealized capital gain
- Not limited to artificial device
- Guarantee
- Extinguished
- after 5 years
- in the event of return to France before 5 years
- Contrary to art.43

Lasteyrie, C-9/02, ECJ11 March 2004
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Balanced allocation of taxing powers

N, C-470/04

A Exit taxes when moving from NL to

e —
A No harmonization concerning double

taxation within EU _
A OECD Model standards
A Justified to tax where the seller is X L7

resident (Art. 13 OECD model) 2 [N

S B

Dutch Emigration Tax

A Freedom of establishment (art. 49 TFEU)

A May tax gain accrued during stay in country (comp. OECD Model,
art. 13, 8 5 :taxable in country of residence)

A Freedom of States to apportion power to tax between them

A Take into account capital losses after emigration

N, C-470/04, ECJ, 4 September 2006
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Part IlI.

Analysis of some
aspects of the case law
of the Court and of its
Implementation by the
Member States
Positive Harmonization

Chapter 1. Parent -subsidiary Directive
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Subsidiary and Parent Taxation

Cruise regime: treble taxation

Corporate income tax of subsidiary
Withholding tax on dividends
Taxation of parent on dividend

Occasionally:

Taxation of parent on capital gains on shares

1990-2015

Legislative History

1990 Council Directive 90/435/EEC of 23 July 1990 on the
common system of taxation applicable in the case of
parent companies and subsidiaries of different Member
States

Direcive 2011/96/EEU (recast) amended 2014 and 2015
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A1l. Coverage

Corporate form: see annex to the directive
Often: all forms

Domicile

Liability to tax

Contra:
Former Luxeb®B9%eurhgplgdi ngs
Transparent partnerships

Parent

From 25 down to 10 %
Usufruct? Vergers du Vieux Tauves
Beneficial owners?

Permanent establishment
Quid if in third State

Subsidiary

Holding duration

Two years
Denkavit case: straddling
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A 2. Taxation of the Parent

Exemption
or

Imputation

Tax of sub-subsidiaries
Required holding percentage at each level
No indirect holding requirement

Limitation of imputation to amount of tax due

Exemption Method

¢ Refrain from taxing such profits e

Cobelfret
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What is at stake?

I N =
Trading profit 50
Dividends 20
Taxablerofit 70
RDTdeduction 95 % -19

Taxable profit

51 Lossarriedforward

T B
-30

20
-10
0

Cobelfret, C-138/07

40 It follows that, even if the dividends received by the
parent company are not subject to corporation tax for the
tax year in the course of which those dividends were

distributed, that reduction of losses of the parent company

may have the effect that the parent company is subject

indirectly to taxation on those dividends in subsequent tax
years when its results are positive
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Imputation Method

¢ tax such profits while authorizing the parent company
and the permanent establishment to deduct from the
amount of tax due that fraction of the corporation tax
related to those profits and paid by the subsidiary and any
lower-tier subsidiary, subject to the condition that at eahc
tier acompany and its lower-tier subsidiary meet the
requirements provided for in Articles 2 and 3, up to the limit
of the amount of the corresponding tax due e

Comparison

Twableproit | | |
Tax 100

Distributableprofit -30

Parent 70

Dividend 70

exoneration imputation

Taxablelividend 0 70
Taxableredit 30
Taxable profit 100
Tax 35% 0 -35
Deductiblecredit 30
Tax payable 0 -5
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Parent Taxation

. - B
Fiscally Transparent Subsidiary
State of parent may consider the subsidiary as fiscally
transparent
Based on assessment of the legal characteristics of that
subsidiary arising from the law under which it is
constituted
Tax the parent company on its share of the profits of its
subsidiary as and when those profits arise
Parent Taxation o

Fiscally Transparent Subsidiary

Taxation

Exemption
or
Imputation (including lower-tier)

Exemption of subsequent distributions
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Charges and Losses

Permitted disallowance of

Charges relating to the holding
Management expenses
Interest
If flat rate: max. 5 % of dividend income

Which may include foreign tax credits( Banque F®d®r ative -du Cr
27/07)

Losses resulting from the distribution of the profits of the subsidiary

A 3. Taxation at Subsidiary Level S|B

Withholding tax exemptions

State of subsidiary: profits which a subsidiary distributes to its
parent company shall be exempt from withholding tax

State of parent: the Member State of a parent company may not
charge withholding tax on the profits which such a company
receives from a subsidiary
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Case-law

Epson: Portuguese succession and gift tax
At hi nZayutkhio p@reek tax on distribution of exempt income

Oce van der Grinten: allows withholding tax on repayment of
underlying tax credit

Denkavit 2: no discriminatory withholding tax

Does not prevent advance payment of the corporation tax
of the subsidiary

Taxation at Subsidiary Level 5
At hi nZayutkhi o p@294/99

There is a withholding tax,  &here national legislation
provides that, in the event of distribution of profits by a
subsidiary (a public limited company or equivalent
company) to its parent company, in order to determine the
taxable profits of the subsidiary, its total net profits,
including income which has been subject to special
taxation entailing extinction of tax liability and non-taxable
income, must be reincorporated into the basic taxable
amount, when income falling withi those two categories
would not be taxable on the basis of the national legislation
if they remained with the subsidiary and were not
distributed to the parent company
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A 4. Anti-abuse

Previous:

Article 1.2. This Directive shall not preclude the application of domestic
agreement or agreement-based provisions required for the prevention
of fraud or abuse

Present:

Article 1.2.
1. Member States shall withdraw the benefit of this directive in the case of
an artificial arrangement or an artificial series of arrangements which has
been put into place for the main (or one of the main purposes) of
obtaining a tax advantage defeats the object or purpose of the directive
and is not genuine having regard to all relevant facts and circumstances

A 4. Anti-abuse

2. An arrangement or a series of arrangements shall be regarded as
non genuine to the extent that the are not put into place for valid
commercial reasons which reflect economic reality

3. The directive does not preclude the application of domestic or
agreement-based provisions required for the prevention of tax
evasion, tax fraud or abuse
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Not addressed by the Directive

Liquidation dividends (at parent taxation level)
Capital gains on shares

Depreciation and capital losses on shares

Chapter 2.Interest and royalty Directive
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Interest and royalty payments made

. . B
between associated companies >
Council Directive 2003/49/EC of 3 June 2003 on a common
system of taxation applicable to interest and royalty
payments made between associated companies of different
Member States
Interest and royalty payments made sl

between associated companies

Principle: Taxation in the residence State

1.1. Interest and royalty payments arising in a Member
State shall be exempt from any taxes imposed on those
payments in that State, whether by deduction at source or
by assessment, provided that the beneficial owner of the
interest or royalties is a company of another Member State
or a permanent establishment situated in another Member
State of a company of a Member State

61




Interest
Notion

The term ¢ interest € means income from debt-claims of

every kind, whether or not secured by mortgage and

whether or not carrying a right to participateinthed e bt or 0
profits and, in particular, income from securities and

income from bonds or debentures, including premiums and
prizes attaching to such securities, bonds or debentures;
penalty charges for late payment shall not be regarded as
interest

Permitted Exclusions

(a) payments which are treated as a distribution of profits
or as a repayment of capital under the law of the source
State;

(b) payments from debt-claims which carry aright to
participated inthed e b t @nofits

(c) payments from debt-claims which entitle the creditor to
exchange his right to interest for a right to participate in
thed e bt emfis

(d) payments from debt-claims which contain no provision
for repayment of the principal amount or where the
repayment is due more than 50 years after the date of issue
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Royalties S
Notion

The term ¢ royalties € means payments of any kind
received as a consideration for the use of, or the right to
use, any copyright of literary, artistic or scientific work,
including cinemtograph films and software, any patent,
trade mark, design or model, plan, secret formula or
process, or for information concerning industrial,
commercial or scientific experience; payments for the use
of, or the right to use, industrial, commercial or scientific
equipment shall be regarded as royalties

Eligible Companies

Form
List
PE
Residence in EU

Subject to corporate income tax

Affiliation

25 %
The first company has a direct minimum holding of 25 % in the capital of the
second company, or
The second company has a direct minimum holding of 25 % in the capital of the
first company, or
A third company has a direct minimum holding of 25 % both in the capital of the
first company and in the capital of the second company

2 years : Denkavit?
PE in EU of EU company

63




. . S B
Prevention of double taxation
No tax at source
For PE, source linked to deduction
Procedure
Exemption subject to attestation; or
Refund
Transitional measures for certain MSs
. S B
Attestation
1.13. ¢é the ahall costaimthefalowing information:

Proof of the receiving ¢ o mp a nrgsilence for tax purposes and, where
necessary, the existence of a permanent establishment certified by the tax
authority of the Member State in which the receiving company is resident for tax
purposes or in which the permanent establishment'is situated;

Beneficial ownership by the receiving company in accordance with paragraph 4
or the existence of conditions in accordance with paragraph 5 where a
permanent establishment is the recipient of the payment;

Fulfilment of the requirements in accordance with Article 3(a)(iii) in the case of
the receiving company;

A minimum halding or the criterion of a minimum holding of voting rights in
accordance with Article 3(b);

The period for which the holding referred to in (d) has existed

Member States may request in addition the legal justification for the payments under
the contract (e.g. [0an agreement or licensing contract)
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Abuse >|B

Beneficial owner

For PE,
Effectively connected; and
Subject to tax (1.5.b)

PE in 3rd State (1.8)
Ar m-deagth

Fraud or abuse

Abuse >|B

Beneficial owner?

¢ only if it receives those payments for its own benefit
and not as an intermediary, such as an agent, trustee
or authorized signatory, for some other person
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Abuse >

4.2. Where, by reason of a special relationship between the
payor and the beneficial owner of interest or royalties, or
between one of them and some other person, the amount
of the interest or royalties exceeds the amount which
would have been agreed by the payor and the beneficial
owner in the absence of such arelationship, the provisions
of this Directive shall apply only to the latter amount, if any

Abuse >

Article 5.1. This Directive shall not preclude the application
of domestic or agreement-based provisions required for
the prevention of fraud or abuse

Quid Thin Cap rules?
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Chapter 3. Anti -Tax Avoidance Directive

ATAD, 12 July 2016

Wants to supply a common framework for the realization of

the BEPS project

In order to avoid unilateral / divergent measures
States principles

Leaves implementation to Member States

Implementation: January 1, 2019
Art. 5 Exit Taxation: January 1, 2020
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The ATAD confirms:
3 anti-avoidance rules which are part of the BEPS action plan,
although they are not minimum standards

Interest limitation rule
CFCrule
Anti-hybrid mismatch rule

2 rules foreign to BEPS

Exit tax combined with step-up
General anti-avoidance rule (GAAR)

ATAD:

Creates duties for taxpayers

Gives them a few rights

May be incompatible with tax treaties

Applies only to taxpayers subject to corporate tax

including P E arsthe EU of third State companies
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Compatibility of ATAD with EU freedoms

If an area has been fully harmonized, compatibility of a national law is
assessed in relation with the harmonizing measure, not with primary
law

Euro Park Service, C-6/16

But ATAD creates no total harmonization: national implementations
may diverge

Only the harmonized minimum standards fulfill that condition

National laws going beyond the minimum may be assessed as to
compatibility with primary law

A1l. Interest Limitation Rule
Art. 4 ATAD

Borrowing costs

Interest expenses
Equivalent costs

Deductible to the extent of

Interest received
Other taxable revenues from financial assets

Exceeding borrowing costs
Excess of borrowing costs over interest revenues
Deductible up to
30 % of EBITDA
May be computed at the level of the group including all members
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Art. 4

Tax systems generate a basis in favour of financing by debt (interest
deductible) rather than by equity (dividends not deductible)

In groups, inter-company debt may be allocated to high-tax
jurisdictions and interest thereon flow to low-tax jurisdictions

BEPS Action 4 report:

Limit deduction for interest to a percentage of EBITDA
EBITDA measures typically how much interest an entity can pay

ATAD: 30 % of EBITDA

not higher
may be lower

deduction may also be restricted by other rules:

Thin incorporation
GAAR

EBITDA and interest deduction may fluctuate in time: procyclical in
case of decrease of profits
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Exception

Deduction possible
3,000,000 u

All exceeding borrowing costs if taxpayer is an autonomous entity

not consolidated

has
no associated enterprise
no PE

Consolidated group

Full deduction if
ratio of equity over total assets = or > ratio of group
tolerance of 2 %
same valuation method

Higher deduction of exceeding borrowing costs

divide exceeding borrowing costs of group by group
EBITDA : group ratio

multiply group ratio by EBITDA of taxpayer
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Group ratio rule S
How c o mp a nBB@BA contributes to EBITDA of group

Exceeding borrowing costs of group vv third parties are
allocated to company

Third party interest group x EBITDA company
EBITDA group

If the formula gives higher amount of exceeding borrowing
costs compared to actual amount

Higher amount becomes deductible up to ¢ 0 mp a nagtdas exceeding
borrowing costs

Relief for exceeding borrowing costs >

Tax exempt income is excluded from EBITDA

Holding companies have an EBITDA of zero

Reliefs for exceeding borrowing costs, alternatively
Unlimited carry-forward without carry-back
Carry-forward with carry-back of maximum 3 years

Unlimited carry-forward with carry-forward of maximum 5 years of
unused interest capacity

Art. 4.6
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Exceptions

De minimisr ul e : borrowing costs O G4 3,000,000
Threshold may be lower, not higher
MS may apply the threshold at group level. But it is not mandatory: fragmentation possible
Standalone rule: excludes
company not part of a consolidated group
has no PE
has no associated enterprise
Grandfathering: loans prior to 17 June 2019
MS may exclude loans funding long-term infrastructure projects

MS may exclude financial enterprises

financial institutions
insurance companies

A 2. Exit taxation

Normally, the difference between market value and book
value of assets is taxed only upon disposal and realization
of the gain, not on an accruals basis

When assets are transferred abroad, even within the same
entity, taxation on an accruals basis will occur
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Art. 5 ATAD

On market value of transferred assets less value for tax purposes

transfer of assets from head office to PE in other MS or third country
if MS of seat may no longer tax

transfer of assets from PE to head office or other PE if MS of PE may
no longer tax

Taxpayer transfers tax residence, except for assets remaining
effectively connected with PE in country of departure

Taxpayer transfers activity of PE if MS of PE may no longer tax
assets transferred

Rigth to tax will continue if MS of departure uses credit method vv
foreign PE

Subsequent losses must not be taken into account as there is a
step-up

74




Deferral
Over 5 years if:
transfer of assets to PE in other MS or EEA

transfer of assets from PE in MS to head office or PE in MS or
EEA

transfer of tax residence to MS or EEA
transfer of activity of PE to MS or EEA

EEA: if agreement on mutual assistance for recovery of taxes
Interest may be due
Guarantee may be asked

Discontinuation of deferral S

assets or activity is disposed of

assets are retransferred to third country (except if tax recovery
agreement)

tax residence of taxpayer or activity of his PE is retransferred
to third country (except if tax recovery agreement)

bankruptcy or liquidation

failure to respect obligations during 12 months
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Value > B

Value established by State of departure to be
accepted by State of arrival

except if does not reflect market value

How to solve conflicts about valuation: dispute
resolution

Exception: Temporary transfers >|B

Transfer for O 12 months of
relation to financing of securitiess posted as

collateral to meet prudential capital requirements or
for purposes of liquidity management

Art. 5.7
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Questions >

Will the tax apply if the MS of origin exempts gains
on participations in domestic cases?

No rule about the passive side of the balance sheet:

reserves
previously allowed deductions
roll-over reliefs

Will non-capitalized goodwill be taxed?

Transfers between parents and subsidiaries fall
outside of the rule

A 3. General anti-abuse rule S

Art. 6 ATAD

MS shall ignore for tax purposes arrangements / series or
arrangements put into place with as principal purpose / one
of their principal purposes to obtain a tax benefit which

Is contrary to the object of finality of applicable tax law

IS not genuine taking into account the whole of relevant
facts and circumstances
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Non genuine

If not put into place for valid commercial
reasons which reflect economic reality

National tax law will apply

S B

Does t he ATAD GAAR deviamusee f
doctrine? No

The Court already held that the parent-subsidiary
and merger directives anti-abuse clauses had the
same scope as the primary law principle

Equiom, C-6/16
Euro Park Services, C-14/16
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Scope of GAAR S

The ATAD GAAR is not restricted to the application
of EU law but applies in the domestic field

The loyalty principle (art. 4(3) TEU) obliged MS to
fight abuse but only in the EU law field

3M ltalia, C-417/10

The Court becomes competent to decide on tax
abuse in cross-border or domestic situations

This is harmonization of national tax laws

Does the ATAD GAAR apply to withholding taxes?
It applies only to corporate taxes

The WHG tax is not a tax on the corporation but on
the recipient of income from capital

However, a tax should be considered from a
substantive point of view

ex. Estonia corporate tax is a tax on distributions
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A 4. Controlled foreign corporations
Art. 71 CFC legislation

CFC legislation was first introduced in the US and spread into the world

Its P_urpose is to tax to the parent even without distribution income
[)ea ized by subsidiaries in low tax jurisdiction and not related to a local
usiness

It implements

capital export neutrality
the credit system

over
capital import neutrality
the exemption system

It eliminates deferral
Implements BEPS Action 3

Definition

Taxpayer by himself of with associated enterprises

holds direct or indirect participation in voting rights
owns directly or indirectly more than 50 % of capital
has the right to receive more than 50 % of the profits

of an entity
MS may reduce the control threshold

A PE is a CFC if its profits are low taxed locally and not included in
the head office tax base

Only if directly held T not the PE of a subsidiary
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Definition

Real corporate tax of entity or PE is lower than difference between

tax applicable in MS of taxpayer
and
real tax paid by entity or PE on its profits

Rules of MS of taxpayer to apply for computation if tax: a subsidiary
may be a CFC for one MS and not for the other: e.g. participation
exemption will apply

The tax rate applicable to the CFC is the rate applicable to all its

income, fAgoodo and Abado
Tax base > B
Undi stributed i ncome: Abado i ncome:

interest and income from financial assets
royalties and income from intellectual property
dividends and income from disposal of shares
income from financial leasing

income from
insurance
banking activities
other financial

Income from invoicing to associated enterprises goods or
services having a zero or low economic value
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Escape clause: substance

Does not apply if CFC is engaged in substantial activity
with

personnel

equipment

property
Premises

Mandatory in EU-EEA relatives

Full-Fledged CFC Rule

Entity base approach
Al | Abado i ncome is taxed
MS may disapply the rule if bad income

O 1/ 3 of CFC6s income
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Light CFC Rule >|B

Taxation of undistributed income arising from non-genuine
arrangements

Put in place for the essential purpose of obtaining a tax
advantage
CFC would not

own the assets
undertake the risks

if it were not controlled by parent where significant people
functions are

carried out
instrumental to generating CFC6s i ncome
: - S B
Computation of CFC income

Art. 8
Full-Fledged CFC-Rule

Attributed in the tax year of the parent in which the tax year of the
CFC ends in accordance with domestic law of the parent

On a gross or net basis?
Would a participation exemption apply?

Losses are

not included in tax base
carried forward
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Later deduction: Avoidance of double taxation

S

Amounts included in the tax base must be deducted upon

distribution when calculating the tax due on distributed
profits

They must be deducted from tax base when parent
disposes of its participation

B

Light CFC Rule >

Income included in the tax base is calculated according
to armdébs | ength principle

Does not add to the general corporate rule

Later deduction also to avoid double taxation
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Tax base

arising from non genuine arrangements

put into place essentially to obtain a tax benefit

non genuine if:

entity or PE would not own assets which are source of income
or would not have taken associated risks

If it were not controlled by a company where significant
functions connected with assets or risks are carried out and
play an essential part in the generation of income of the CFC

Danish cases
Interest case

C-115-16 N Luxembourg 1

T Danmark
\

\
N Danmark 1 = N Luxembourg 1 (Danish)
‘\ loan
|

Capital investment companies (offshore)
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Danish cases
Interest case

T Danmark
shares Danish parent
C Luxembourg (Luxembourg)
\ shares
Capital investment companies
a Luxembourg Holding
Debt-interest 10 %
Debt 9,96 %

Beneficial owner of interest?

Not conduit company = fiduciary or adminstrator
Abuse? (directive, old art. 5)

Domestic anti-abuse provision not necessary
Objective element: purpose of the rule is not achieved

Subjective element: intention to obtain an advantage from the rule
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Indicia of abuse

Conduit company interposed between payor of interest and
beneficial owner: interest passed on

Insignificant profit in conduit company
Absence of other activity in conduit

Contracts or facts show unability of conduit to have economic use
of the interest

Legislation making scheme necessary
Complex financial transactions
intragroup loans

Convention with country of beneficial owner:
immaterial

Identification of actual beneficial owner: not necessary

Fundamental freedoms: no
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Dividend case

C-117-16 Y Denmark ApS

Subsidiaries
|

\
Y Denmark Aps
|

| Y Cyprus
\

(Y Global Ltd (Bermuda))

Y USA listed

PartV. Taxation of company shareholders

Negative harmonization & ECJ caselaw
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Section |I. Tax treatment of outbound dividends

A 1. Withholding tax on Outbound Dividends

Denkavit Internationaal, C-170/05, 14 December 2006
Question of ConDeember20@Et at (15
Dividend paid by French company to Dutch parent
Pre-directive (1987-1989)
25 % withholding tax reduced to 5 % by treaty
No withholding tax applicable on dividend paid to French parent
No taxation of dividend to parent

mmm) Discrimination

Outbound Dividends

Could be cured by tax treaty

Dutch-French treaty provides for imputation of WH. But, as
there is dividend exemption in the Netherlands, no tax on which
to credit

Could it be cured by domestic legislation?
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Outbound Dividends
Amurta, C-379/05, ECJ, 8 November 2007

Retailbox Dutch subsidiary of Portuguese parents (14 % - 6 % participation)

Dutch WH : 25 %

Exemption of WH only if participation above

25 % for foreign parent
5 % for Dutch parent

Outbound Dividends

Contrary to freedom of movement of capital (art. 63 TFEU)

Resident and non-resident in different situations (art. 65.1 TFEU)

In principle yes: source State should avoid double taxation

Ex. parent-subsidiary directive
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Outbound Dividends

But if source State subjects to tax

non residents
and residents alike

It must grand same advantages to

non-residents
as to residents: WH exemption between 5 and 25 % participation

Aberdeen, C-303/07

[
+H B=

-
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Aberdeen, C-303/07

Articles 43 EC and 48 EC must be interpreted as precluding legislation
of a Member State which exempts from withholding tax dividends
distributed by a subsidiary resident in that State to a share company
resident in that State, but charges withholding tax on similar dividends
paid to a parent company in the form of an open-ended investment
company (SICAV) resident in another Member State which has a legal
form unknown in the law of the former State, does not appear on the list
of companies referred to in Article 2(a) of Council Directive 90/435/EEC
of 23 July 1990 on the common system of taxation applicable in the case
of parent companies and subsidiaries of different Member States, as
amended by Council Directive 2003/123/EC of 22 December 2003, and is
exempt from income tax under the law of the other Member State

Outbound dividends
United Kingdom i Old system

Upon distribution : advance corporation tax payable (ACT)

Individual shareholder receiving dividend : partial credit (= ACT) for corporation tax
paid by distributing company

Corporate shareholder:
receives domestic dividend
exemption
if 50 % participation :
group income election
no ACT
only upon redistribution

receives foreign dividend : indirect tax credit for foreign corporation tax
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Outbound dividends

Group income election

Avalilable to foreign parent
Metallgesellschaft/Hoechst, C-397/98 and G410/98, 8 March 2001

Discrimination

ACT: no

Outbound dividends

Tax credit
Not granted to foreign shareholders
No restriction
It is for the residence country to mitigate double taxation
Non -resident parent not in same situation as resident parent

ACT Group Litigation, C -374/04, ECJ, 12 December 2006
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A 2. Tax credit for dividends
Fokus Bank, E-1/04, EFTA Court, 23 November 2004
Norwegian company

Dividends

tax free for Norwegian shareholders and
subject to withholding tax for foreign shareholders

Restriction of free movement of capital
No acceptable justification

DTT allowing withholding tax

Section Il. Tax treatment of inbound dividends

Partial exemption of divident to resident individual i only for
domestic shares

Verkooijen, ECJ, 06 June 2000

Different rate on foreign / domestic inbound dividends
Lenz, ECJ, 15 July 2004
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Lenz, C-315/02

A German national resident
in Austria

A Receives dividends from

German companies dividends
A No favourable optional

treatment for dividends

from German companies -

Inbound dividends

Differential taxation

Tax credit to shareholder for domestic dividends
not for foreign dividends

Restriction to free movement of capital
Manninen, C-319/02, ECJ, 7 September 2004

Led to abolition of avbifviisdceanldd )t a x

r
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Meilicke, C-292/04, 6 March 2007

German dividend taxation

Dividends are fully taxable
Domestic dividends entitled to German tax credit of 3/7
Foreign dividends are not

Restricts free movement of capital

Cf. Maninnen, C-319/02

Meilicke, C-292/04, 6 March 2007

Holding to be limited in time?

Conditions
Serious economic repercussions
Objective and important uncertainty
Present? At least effective
As from the Verkooijen judgment (2000)
For the ones who had applied before the referral
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Denial of credit for foreign withholding
Kerckhaert-Morres, C-513/04, 14 November 2006

odi fferent tax systems must, in the
Community | aw, exist side by sideo
onot to discri mi n asouwceénddomestcnrsodrcer ei g n
di vidends in exercising its tax jur.i
No infringement

S B

Denial of credit for foreign withholding
Kerckhaert-Morres, C-513/04, 14 November 2006

French dividend paid to a Belgian shareholder
French withholding tax

No credit in Belgium
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Denial of credit for foreign withholding
Kerckhaert-Morres, C-513/04, 14 November 2006

20 In circumstances such as those of the present case, the adverse
consequences which might arise from the application of an income tax
system such as the Belgian system at issue in the main proceedings
result from the exercise in parallel by two Member States of their fiscal
sovereignty

Denial of credit for foreign withholding
Kerckhaert-Morres, C-513/04, 14 November 2006

Eurofers

I I =
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Franked Investment Income Group, C-446/04, 12 December 2006

Corollary of ACT litigation

Domestic dividends exempt

Foreign dividends generate (indirect) foreign tax credit

Not contrary to freedom of establishment and free movement of capital

Section Ill. Income from cross-border investments

Dijkman,C-223/04, 1 July 2010

Additional tax only on income from capital invested in foreign bank
account (Belgium)

Contrary to freedom of movement of capital
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Section IV. Tax treatment of acquisition, holding S B
and alienation of shares

A1. Acquisition
Heinrich Bauer Verlag, C-360/06, 2 October 2008

German wealth tax (now abolished)

Foreign shares: market value
Domestic shares: net unit value

Restriction of freedom of establishment

A 2. Costs related to participation
Bosal, C-168/01, 18 September 2003
Netherlands

Deductible if concur to the realization of taxable profits in the Netherlands

Dutch subsidiary
Foreign subsidiary with PE in the Netherlands

Art. 13, A1 Vpb 1969

Conform to art. 4 of Directive

But contrary to art. 43

Contrary to objective of directive: eliminate differences between subsidiaries in other / same
MS

Coherence? No relation
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A 3. Alienation of shares
De Baeck, C-268/03, 8 June 2004

Gain on sale of important participation (25 %) in

Belgian company by individuals to Belgian company: no tax
Foreign company: 16,5 % (miscellaneous income)

Discrimination

Keller Holding, C-471/04, 23 February 2006

Parent in Germany

Borrows for acquiring subsidiary in Austria (EEA at that time)
Incurs financing expenses in Germany
Wishes to deduct: disallowed because dividends exempt by treaty

Germany

Allows deduction in relation to domestic subsidiary although dividends also
benefit of the exemption by setting-off of company tax of subsidiary in parent

Must allow for EEA subsidiary
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Rewe Zentralfinanz, C-374/04, 29 March 2007

Write-downs on foreign subsidiaries subject to more stringent conditions than
for domestic subsidiaries

May be compensated only with income from same foreign State (PE or
subsidiary)

Restriction of

Freedom of establishment
Free movement of capital

Section V. Losses of subsidiaries

Marks & Spencer, C-446/03, 13 December 2005

UK group relief for losses

Trading losses may be surrendered to claimant company in the same
group

Only for companies resident in UK

Applies to branches of non -resident companies in UK (ICI)
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Marks & Spencer, C-446/03, 13 December 2005

Marks & Spencer
sold French subsidiary
closed Belgian and German subsidiaries

Group relief for losses denied

Special Commissioners approve

Marks & Spencer, C-446/03, 13 December 2005

High Court: question to ECJ

In circumstances where provisions of a Member State, such as the United
Kingdom provisions on group relief, prevent a parent company which is
resident for tax purposes in that State from reducing its taxable profits in that
State by setting off losses incurred in other Member States by subsidiary
companies which are resident for tax purposes in those States, where such set
off would be possible if the losses were incurred by subsidiary companies
resident in the State of the parent company, is there arestriction under Article
49,in conjunction with Article 54 ? If so,is it justified under Community law ?
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Marks & Spencer, C-446/03, 13 December 2005

Marks & Spenceplc

Marks & Spencer
| n Hofdihgs Ltd

Marks & Spencer
Nederland BV

Marks & Spencer Marks & Spencer Marks & Spencer
France SA Belgium NV DeutschlandsmbH

Deduction of losses of domestic subsidiary allowed to parent

Deduction of losses of subsidiary in other Member State not allowed
Restriction of freedom of establishment?

Group relief is a tax (cash) advantage

Denial for foreign subsidiaries deters parent from setting up
subsidiaries in other Member States: restriction
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Justification?

Resident and non -resident subsidiaries not in comparable tax situations?
territoriality of tax jurisdiction
Member State:
parent
not non -resident subsidiary

Residence may justify different treatment if based on objective elements
justifying it

Territoriality: taxing
Resident company on worldwide profits

Non -resident company on profits in State

Does not justify restricting group relief on losses to resident companies
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1.Treat profits and losses symmetrically
A Answer : reduction in tax revenue: no reason

A But: allocation of taxing power between States
warrants it, otherwise

A Increase of taxable basis in State A
A Decrease of taxable basis in State B

2.Double deduction of losses

A Answer : easy to deny relief in this case

e

3.Tax avoidance

A Transfer of lossesto higher rate country

Proportionate?

Not when

A Subsidiary has exhausted possibility of having losses taken into
account in State of residence by

A carry back
A transfer of third party

ANo possibility of carry-forward e.g. because subsidiary sold
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Conclusion

As Community law now stands, Articles 49 and 54 do not preclude provisions of
a Member State which generally prevent a resident parent company from
deducting from its taxable profits lossesincurred in another Member State by
a subsidiary established in that Member State although they allow it to deduct
losses incurred by a resident subsidiary. However, it is contrary to Articles 49
and 54 to prevent the resident parent company from doing so where the non-
resident subsidiary has exhausted the possibilities available in its State of
residence of having the losses taken into account for the accounting period
concerned by the claim for relief and also for previous accounting periods and
where there are no possibilities for those lossesto be taken into account in its
State of residence for future periods either by the subsidiary itself or by a third
party, in particular where the subsidiary has been sold to that third party
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Part I. Introduction

Chapter I. Host State and Origin State

1. States raise taxes in order to fund their budget. Taxation is thus directly linkieel to
exercise of sovereignty. Since the early 20th century, (direct) income taxation has become an
important component of the total State revénue

2. Income taxation first bears on the incomanafividuals. It also bears on the income of
incorporated entities the income of which on the one hand may find its substance in dividends
distributed by subsidiaries which have paid income tax and on the other hand is eventually
distributed to individuals. Taxatiarsf the same economic income at the level of theidiary,

of the parent and of the i ndi viedananicdalbear e h ol
taxationo .

3. States traditionally affirm their jurisdiction to tax on the basis of criteria involvingxas

(link) with the income. This link may existteer with the beneficiary of the income, who is
e.g.,aresident of the State, or with the income itself, which firelg.,its sourcein the State.

The result of the interaction between the two typesitdria and of varying definitions of each

of themis that the same income may be taxed in two or more States, giving rise to the problem

o fintefinational double taxationdo . As t o corporate taxation, t
interact and reinforcene another when the subsidiary, the parent anddihedual shareholder

are located in different States, each of which may indeed be less prone to solve a problem which
concerns a foreign taxpayer.

4. Relief for international double taxation can be grdn&sther by unilateral measures,
pursuant to which &tate agrees to withdraw its tax claim, or by internatidoable taxation
conventions (hereafter DTCs). Two main methods are proposed in order to avoid double
taxation: theexemption method and the impation ortax credit method. According to the
OECDC o mme n tureder yhe prirficiple of exemption, the State of residence R does not tax
the income which according to the Convention may be taxed in the State E (the State where a
permanent establishment sguated) or S (the State of source or sibus) Wie brbinary

Ai mputati ono o the Staterotrdsidence allowst ds a deductidn from its own
tax on the income of its resident, an amount equal to the tax paid in the other State E {or S) bu
the deduction is restricted to the appropriate podtion of its own ta&°®.1t must be noted that
those methods serve not only to relieve juridical double taxation, but also to alleviate or
eliminate economic double taxation, be it at a domestic or ett@rnational level.

5. Which of these methodsexenption or imputatiori leads to the optimal use of economic

factors? According to some economists, the best allocation is reached by imposing worldwide
taxation combined with an imputation system. Thisntoi n at i o ncapi@nexpont e s i
neutralityo , methahwherever the taxpayer invests, he will pay the same amount of tax in
his State of r ecapita inpod reutrality® ¢ onptl n &@st ,t a’kati on
State of source, leading to teoriality, that is to say to different tax burdengéeding on the

source country. Capital import neutrality allows foreign investors to compete in the State of

5Seeat[ dn 02 dzgttdd)] d&3q dztslot®j HL.o S Ols j dzMlsoa O ftojH HIi ey Ooadlsj Yo
ydzj delsets o oty j2MEdw Mmi s L o tBEZOMISH 2@ H Otz Rzt K
Hie r OC [(R0O2] tgjpdz o j. @S |<28D@, 1 364, d Mihaylova-Goleminova, S Challenges Facing

Member States and Candidate Countries of the European Union in the Field of Te&atiirla Publishing,

2018,p. 296

8 OECD Model Convention (2013), Commentary, 23/13 A & B and 23/57 A & B.



source on an equal footing with local investors. From this perspective, capital importdr expo
neutrality is appreciated from the point of viefttloe State of residence. Most tax systems use

a hybrid structure of capital export and capital import neutrality rules. However, a great variety
of regimes can be observed, reflecting the diversith@irternational tax policies pursued by
States.

6. Within the EU, most of the tax treaties concluded by the Member States foll@EMRD

Model Convention® This Model Convention includes first general provisions as to
applicability and general definitignof treaty terms, which are followed by -called
Adtirsi butive ruleso defined in Articles 6 to
of taxing powers between the Contracting Parties. The Model Convention also contains
provisions as to exchge of information and arbitration procedures.

Since irtome taxation can be regarded as a cost linked to the production of income, it influences
economic choices. The obvious result of international double taxation is to discourage cross
border economic awity, hereby directly hindering the achievement oé timternal market
(Article 26 TFEUT Article 14 EC).

Chapter Il. The role of the Court of Justice of the European Union in matters of direct
taxation: Discriminations and Restrictions

7. As regards direct taxation, the Court of Justice becomes involvedvinfioeither an
infringement procedure initiated by the Commis&i@md possibly by a Member Stétérticle

259 TFEU ((Art. 227 EC)) or the request of a national jurisdiction for anpirediry ruling
concerning the interpretation of EU law. Contrary foiiigement procedures, where the Court
may declare national rules to be incompatible with EU law, preliminary rulings result merely
in indirect control of national legislation. In faat, a preliminary decision, the Court interprets
Community law to thexent it may affect the specific legal provisions at stake in particular
proceedings before a national judge.

On the basis of Article 10 EC now repealed by the TFEY) Member States ambliged to
accept all the consequences of the Court's rulings angptement them in their national law,

i n accordance with gener al principles for mi

effectivenessequivalenceandlegal certainty.'® According to the Court, when a national tax
measure is found to infringe Ey®an law, taxpayers may obtain a refund of unduly paid‘taxes

"The exemptiorandi mput ati on met hods can both be applied on
a fiper countryo | imitation, an excess tax credit in
unused in relation to other States. Thev &1 | 06 | i mi tati on all ows the credi

of income earned abroad.

8 The OECD MC governs relations between developed countries. The UN Model Convention has been developed
in order to cover the specific needs for tax iesabetween developed and developing countries based on the
statement that the OECD Model was less suitable for capital importing or developing countries. The general pattern
of the articles follows the one of the OECD Model (Introduction. to the OECD bf@n@ntary, at 14). However,

the UN Model globally grants more taxation rights to the source State (Introduction to the UN MC Comm. at 3).
9Lyal, R., Compatibility of National Tax Measures with EU Law: The Role of The European Commission in Tax
Litigation befare the European Court of Justice, EC Tax Review, 2015, p. 15.

10 See for example EC3, December 1998, Case381/97,Belgocodex v Belgian State, ECR153. See Lang,

M. (ed.),Procedural Rules in Tax Law in the Context of European UnionQxomdestic LawWolters Kluwer,

2010, 752 p.; Doumdpoorwerking van rechtspraak van het HvJ EG in de nationale rechts@vé& 2008,p.

1175.

11See a.0. ECJ, 2 October 2003, Cask4C/01,Weber's Win&Vorld, ECRI-11365; 14 January 1997, joined

Cases €192/95 to C218/95,ComatehECRp. I-165.
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by claiming it before national jurisdictions according to the national procedural rules, which
can lead to serious finanti@percussions for the budget of a Member State.

8. The role of the Caui is not limited to the strict application and interpretation of the Treaty

and of secondary legislation. The Court has also developed an array of general legal principles
which are relevant in the area of taxation. An eloquent exacaplée found in thprinciples
ofprotection of the t ax p awotlegal@ertdingy gAlthHougimthis e e X |
principle is not written in the Treaty or in any tax directive, it is part of Community law, and it

can protect taxpayers against; €xample, retrodive tax laws, at least in harmonised ar€as.

Another important principle in the area of taxation is the principlgraportionality ,

according to which national measures restricting the individual freedoms cannot exceed what

is necesary to attain theitegitimate objectives?

Directives leave to Member States the choice of form and means for implementagon.
principle will often be used by the Court of Justice to decide whether national measures
impeding the basic freedoms caa justified: those nasures cannot be accepted if other
measures would be less detrimental to the objectives of the Freaty.

In tax matters, the Court has made applications of this principle in order to limit the scope of
national antiabuse provision&

9. Some cases concernethapplication and interpretation of the direct tax Directives.
Concerning the Parent Subsididdyrective, the Court of Justice has for example clarified the
notions of Cdbelixe¢mpt oo n i w( t Epson Euiopel§ Athinaikt 0 (
Zithod@cuRa av,an d¥r, @rfi nitoenn er s hi pVemdrsduMieex s har e
Tauved) , and of 0 Demkadtiand gthefpunderate Diredtive.

10. However, the overwhelming majority of the cases decided by the Coudustite deal

with the compatibdity of direct tax provisions of the Member States with the EU/TFEU Treaty
freedoms, in particular the free movement of persons, the free provision of services and the free
movement of capite®

Thefree movement of personand théreedom of establishmencover the right of employees

to take up residence for work purposes (Article 45 TFEU (Art. 39 EC)) and the right of
undertakings (i.e.companies) and se#fimployed people to set themselves up or to open
branches, subsidias or agencies in other Memifgtiates (Articles 49 to 54 TFEU (Art. 43 to

120n the effects in time of the ECJ judgements in tax matters, see the Opinions of AGs JacobskHackSitix

Case G475/03Banca Popolare di CremortaCRI1-9373 and in Case-292/04 Meilicke, ECRI-1835, and Lang,

M., fiht mbn of the tempor al Iedtixe@?,9.230f judgments of th
13 ECJ, Belgocodex(fn. 40); 26 April 2005, Case -876/02, Stichting "Goed Wonen" v Staatssecretaris van

Fi na nECRI:08445.

14 This principle hasa be distinguished fromhée principle laid down at Article 5 TEU (Art. 5 EC Treaty)),

governing the attribution of powers to the EC. $@etocol (no 30)on the application of the principles of

subsidiarity and proportionality (1997).

15 See Tridimas, TThe General Principles &U Law, Oxford University Press,"2ed., 2006, p. 139.

16 See e.g. ECJ, 13 March 2007, CasB23/04,Test Claimants in the Thin Cap Group Litigation, EGRL07,

para. 83.

17ECJ, 12 February 2009, Case188/07 Belgische Staat €obelfret N.VECRI-731.

8ECJ, 8 June 2000, Case3Z5/98,Epson EuropeECRI-4245.

9ECJ, 4 October 2001, Case294/99At hi napki Zyt hopoHCRIB79. EIl |l i ni ko Di mo ¢
20ECJ, 25 September 2003, Casé&01,0c ® van der Gr i nsienarsBCRIM8YB.enue Commi
21ECJ 22 December 2008, Case48/07,Les Vergers du Vieux TauyésCR +10627.

22 ECJ, 17 October 1996, Cases283/94, G291/94 and €92/94,.Denkavi t I nternational
Finanzen ECRI-5063.

2 The free movement of goods has rarely been invokegsipect of direct taxation matters. See ECJ, 7 May 1985,

Case 18/84Commission v FrancgECR 1339 and ECJ, 7 March 1990, Cas&%88,Krantz v Ontvanger der

directe belastingerECRI-583.
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48 EC)). As regards shareholders, the Court has held that the situation must be appreciated from
the perspective of the f hadnd gvesthe Sharehislersh bl i s h
definite influenceover he companyo6s decisions and®l | ows

In contrast to the right of establishment, which addresses permanent establishméms, the
movement of servicesencompasses temporary economic agtiaarried out in another
MemberState. Article 56 TFEU (Art. 49 EC) not only assures the provider of a service the right

to enter the market of another Member State and to be treated there in the same way as a
domestic service provider, but it also prosettte recipient of that service.

11. Thefree movement of capitalprohibits obstacles to cros®rder investments such as
direct investments, portfolio investments, or the acquisition and sale of immovable property. It
applies in situations where a person Imgitpursues an economic activitgr has a permanent
presence in the State in which the tax measure under challenge has beerfeonuibdre a

s har ehol dnsufficimtdesel cd partidipatiod i n a company i n orde
Article 49 TFEU (formerly Art. 43 EC3®
Inasce t ai ni ng which freedom i s tthe pupese aphp!| i ed,

legislation concerned must be taken into considerattéiThe distinction between the free
movement of capital and the other freedoms is of particular importance with tegensEU
States, since the free movement of capital extends to such third8tateseas the exercise
of other freedoms is restrictedl Community borders.

Part Il. Analysis of some aspects of the cadaw of the Court and of its implementation
by the Member States (Negative Harmonization)

12. Inthe field of direct taxation, the Court of Justice is faced primarily with questions referred
toit for a preliminary ruling. The Court provides to the national judges answers enabling them
to decide the case pand before them. Furthermore, the number of infringement procedures

launched by the Commission against Member States potentially not coghplgh EU law

that comes before the Court is growing.

13. Member States have the obligation under the Treatytoresged Cour t 6 s deci s
preliminary rulings or decisions in infringement procedufégrefore, national jurisdictions

must apply Community law as interpreted by the Court and Member States have to adapt

their domestic rules accordingly. While they re free as to the means, they must respect
efficient i mpl ement ati on. acu®u rttod sh ed eicipli ®men
candidate countries before their accession.

14. However, the Courtdés rulings gdnetsurprisinge t o

t hat | mplementation of the Courtés rulings v
domestic jurisdictions. A gat difference exists between Member States as to the number of
cases in which their legislation has been scrutinigethe Court. Before 2010, very few or no

cases had been decided involving the direct tax system of Member States like Ireland or Italy
(outside State aid), while the tax legislations of the Netherlands, Germany, the United Kingdom

and even Finland aregelarly challenged before the ECJ. Moreover, different attitudes can be

24ECJ, 21 November 2002, Caset86/00,X and Y v RiksskattevatkECRI-10829, para. 37; ECJ 13 April 2000,

Case G251/98,Baars,ECRI-2787, paras 22 and 2&® 31.

% See, e.g. ECJ, 11 October 2007, Cagtb@/05EL | SA v Directeur g®n®ral des i m
26X and Y para. 67ECRI-10829.

27 For instance, see ECJ, 2412007, Case-@57/05H o | b EGRk-4051, para. 22.

28 Nevertheless, Article 64 TFEU (Art. 57 EC) provides for a standstill clause regarding relations with third
countries and allows the citimued application of restrictive measures that existed alread®i December 1993.
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observed as to the efforts made by Member States to adapt thégislation to the EC
requirements. Regarding the new Member States, it is difficult to appreciate in which measure
the gaps noti ced acquiot ksa eimm tf @ grma tdii  f i acfu | tt h ee si
case law of the Couf?.

15. It seems thathere is no direct link between the number of cases referred to the ECJ and
the legislative changes made by MemberteStdo adapt their direct tax system to the EU
requirements. For example, very few direct tax cases involve Austria, while that Meniber Sta
has undertaken numerous reforms in order to comply with the EC/EU freedoms as interpreted
by the ECJ in judgmentegarding other countries. The same diligence can be observed in
Finland, a country whose legislation is often the object of ECJ rulinggh® other hand,
despite the lack of ECJ direct tax decisions concerning ltaly, the Italian direct tax system
seemindy presents features that could hinder the effectiveness of the EU freedoms.

16. This outline aims at pr o \cisiohsimthe fielchof drecta | y s i s
taxation. I n addition, it gives an santler vi ew
Member States in grey shaded boxes. The-leagdas been subdivided according to the types

of taxpayers involved, e.gindividuals, companies and shareholdeksspecial section is

dedi cated to the questionviofyicbstisertdauapaye
with both individuals and companies.

Chapter I. Taxation of companies

17. Starting with the earlAvoir fiscal case, the majority of judgments issued by the Court
regarding company taxation concerns direct tax provisionshwhinder the freedom of
establishment’ Other cases address the freedom to provide services. A specifian focuses

on the muckdebated question of the application of EU freedoms to national mechanisms for
the compensation of crot®rder losses and twnsolidation. The corporate tax aspects of the
Co ur t édasv ortthestaxation of dividends, interestd capital gains on shares, and the
application of the free movement of capital and payments in this respect are analysed in this
chapter devoted tté taxation of company shareholders.

Freedom to choose the form of establishment in other Member States

18. According to Articles 49 and 54 TFEU (Art. 43 and 48 EC), as interpreted by the Court,

the freedom of establishment includes the freedom to choosepinepaate legal form in

which an economic operator established in a Member State wishes to pursiiesadtiv

another Member State. Discriminations or restricfionghich can only arise when two
ifobjectively compar abl e ox tredtnmentaanibe found imthec e i v e
corporate income tax systems of the Member State, but can alsorcotioar types of taxes

imposed on companies, &&lliburton33 demonstrates. In this case, an exemption from the
Dutch tax on transactions between compareésting to immovable property was considered

to be contrary to Article 43 EC (Article 49 TFEU) ifiao as it did not apply when the
transferring company was incorporated under the law of another Member State.

29 As an example, some new Member States apply tax incentives that are likely to contravene State aid provisions
(see Devereux, M., fATaxeshienlLbkhatEWnNew Kapbhé¢énrn| Saatde &
of Warwick, IFS and CEPR, 2006, p. 9)).

30ECJ, 28 January 1986 Case 27088nmission v Francé Av o i r ECR2%3¢mara.d8.

31 Avoir fiscalpara. 22; ECJ 23 February 2006, Cas253/03CLT-UFA, ECRI-1831, para. 14; ECJ 18 July

2007, Case €231/05,0y AA paa. 40.

32 0n the comparability of situations as to company taxation, see Dahlbei@ir&tt Taxation in Relation to the

Freedom of Estblishment and the Free Movement of Capitdlwer Law International, 2005, p. 106.

33ECJ, 12 April 1994 Case-C/93,Ha |l | i burt on Services v ,EERIdABEY.ssecretari s
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19. A distinction can be drawn between, on thes drand, rulings concerning national tax
measures of the State of the secondary establishment ofrasident company (the Host State)

and, on the other hand, cases which deal with tax measures adopted by the Member State where
a company has its primangtablishment (the Home State) that hinder the establishment of
subsidiaries or branches in anothemiber State.

A 1. I n the Host State (State of origin or

20. Inthe Host State, the establishment of aresident EU company can be effected through
the creation of permanent establishmenis.,(branches) or subsidiaries. Contrarily to a
subsidiary,a branch, although it may constitute an economic entity separate from the head
office of the company, is not endowed with a distinct legal personalitys Imart of the legal

entity identified as the compad§With regard to branches, EU law requiiies respect of
certain tax benefits that the Host State treat a branch of a-resident company in the same
way as it would treat the branch of a donestimpany. Concerning subsidiaries, the Host State
must treat equally subsidiaries of A@sident prent companies and those of resident parent
companies.

A. Tax treatment of permanent establishments of EU companies

21. In Avoir fiscal®® (1986), the first desion in the field of direct taxation, a system of
shareholder tax credit was held to be in breach of Article 43 EC (Article 49 TFEU), insofar as
it was only available to French resident companies but not to French branches anesagenci
companies estalslhed in other Member States. Although this case primarily deals with a tax
mechanism aiming at limiting the economic double taxation of dividends in the hands of the
shareholders, it displays, however, a good example of discrimmnafidoranches of nen
resident companies.

22. In Royal Bank of Scotland® Greece applied to profits earned by a branch of a non
resident company a tax rate higher than the rate applicable to profits earned by a resident
company. The Court considered that tkiifference could not bgustified by objective
differences between resident and sesident companies, even though these two categories of
taxpayers are generally not comparable as to the extent of their tax liability (worldwide income
v domestic sourcencome)®’ In Commission v Greece(C-406/07) the Court confirmed its
viewpoint as regards the same discriminatory tax treatment applied to unincorporated
companies. INCLT-UFA, the Court condemned under Article B8 (Article 49 TFEU)
German legislationubjecting the profits af branch of a nenesident EU company to a higher

tax rate than the one that would have applied if this company had chosen to establish a German
subsidiary distributing its profits in full to its parent compahy.

23. Furthermore, to msure freedom of establistent, a Member State must treat equally
branches of nonesident companies and resident companies with regard to tax exemptions. The
fact that a tax exemption is granted even by virtue of a DTC concluded with a third state outside
the EU does not relievié¢ State from this obligation. BaintGobain2® a tax relief provided

by the DTC concluded between Germany and the United States was partly denied by Germany

34 For the purpose of the study, the terms permanent establishmaxtyeaty term, and branch, a company law
term, are used synonymously.

35 Case 270/83Avoir fiscal

36 ECJ, 29 April 1999Case €311/97,Royal Bank of Scotlan@ECRI-2651.

%7 Royal Bank of Scotlangaras. 2229. The Court refers to its cak®v relating b the taxation of income of
natural persons iBchumackeandWielockx Greece complied as of 1 January 1996, replatiaglual rate system
with a single 40% rateT(NS Onling 31 May 1999).

38 ECJ, 23 February 2006, Case263/03,CLTTUF A v Fi n aWest&@RI-18RPL. | n

39ECJ 14 September 1999, Cas8@7/97,SaintGobain v Finanzamt AachdnnenstadtECRI-6163.
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to a German branch of a French company, on the ground that the DTi€dappy to
companies subgt to unlimited tax liability in Germany. This practice was held to be
incompatible with the right of establishment.

Even before the Court delivered its judgment, the German tax legislator extended treaty
relief provisions embddd in DTCs to nosresidentaxpayers? Following that landmark
decision, most Member States also extended their DTCs, usually restricted to residents on
their territory, to EU nofresidents operating through permanent establishments.

24. Discrimination may Bo be found in procedurallies. InCommerzbanK? the Court had
to examine UK legislation under which interest on a repayment of overpaid tax was granted to

companies with Afiscal resi denceo -resident hat \
companiesThe Court rateaeld todaitdemeedfcriterion, e\
di scrimination on the ground of the | ocation

particularly to the disadvantage of companies having their seat in ottreb® States, and
held that dfference to be discriminatof.

25. In most of the abovenentioned cases, the Member State involved tried to justify the
disputed tax provisions by referring, for example, to advantages that could balance the
disadvantages resulting from the questionableigpian, the absence of harmonisation of tax

law on a Community level, the risk of tax avoidance, the existence of double tax treaties or the
objective differences between branches and subsidfdréswvever the Court did not accept

any of these grounds pfstification.

B. Tax treatment of subsidiaries of EU companies

26. Subsi diaries have an independent | egal per
residents of the Host Member State. However, subsidiaries ofresaient EU parent
companies areosnetimes treated differently from subsidiaries of domestic pammpanies.

This situation has been considered to be incompatible withrdaty freedoms a number of

cases.

27. The Baxter casé* concerned French legislation which did not allow the dedootif
expenditure for scientific and technical research carnigaotside of France and therefore in

ot her Member States. In the Courtods view, Fr
activities in France, whilst undertakings based in dihember States and operating in France
through a secondary plackbusiness such as a subsidiary will not, so that this deduction system
operates to the detriment of French subsidiaries of foreign comgaifisis.unequal treatment
cannot be justified byhe need for effectiveness of fiscal supervision.

28. Similarly, in Commission v. Spaifi/f where an exemption of dividends distributed by a
subsidiary to its parent company is subject to a higher shareholding requirement when dividends
are paid to nomesidentparent companies than to resident parents. This also is otutridoe
freedom of establishment.

29. The denial of group taxation benefits in connection with subsidiaries efesent EU
parent companies can also entail incompatibilities with the freemfoestablishment, as the

40 SeeErnst & Young,EuGHRechtsprechung Ertragssteuerrecht St o™ dd.{200¢), p. 1B2.

41ECJ, 13 July 1993, Case330/91,CommerzbankECRI-4017.

42 Commerzbankpara. 1315.

43 Avoir fiscal paras. 2226, SaintGobain paras. 5&5; CLT-UFA, paras. 180.

4 ECJ, 8 July 1999, Case-Z54/97,Baxter, ECR I-4811. See also ECJ13 March 2008, Cse C-248/06,
Comnission v.Spain ECRI-47.

45 Baxter, para. 12.

46 Baxter,paras. 18, 19.

4TECJ, 3 June 2010, Case487/08, Commission v Spain.
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Court stated in respect to UK legistan on advance corporation tax due upon the distribution
of dividends (ACT) in the casebletallgesellschaft/Hoech4® and Franked Investment
Income (FIl) Group Litigation.*®

30. As regards the othédember States, the Court has also decided in respectrafnoup

tax deductible transfers on the fdficontributi
Sweden. In the case ¥fAB and Y AB°, a Swedish group scheme according to which assets

could be tansferred taxfree between companies belonging to the sgroap was considered

to be contrary to the freedom of establishment, since it did not apply to certaibardes
situationsin X AB and Y AB the ECJ concluded that the Swedish contributibafreust be

granted also when the contributing company gt8wedish lossnaking recipient) is not a

Swedish resident company but an EU resident conthany

In the reverse situation of a contribution made by a Finnish company to #edbasg parent

in arother Member State, the ECJ upheldQg AA® the Finnish law allowing a Finnish
subsidiary to make a tax deductible financial transfer to a Finnish gawenbt to its non
resident (lossnaking) EU parent, according to the Court, allowing a transferdetlict an
intra-group crossborder transfer from its taxable income would result in enabling groups of
companies to choose the Member State in whichribfeéof the subsidiary were to be taxed.

That would undermine the system created by a balancezhtidlo of taxing powers between
Member States because the Member State of th
of the group otompanies concerned, would be forced to renounce its right to tax the profits of
that groupos msebist doifartyhe oMe mlrebeSt at & of th
Moreover, according to the Court, the possibility of transferring the taxabtamie of a
subsidiary to a nenesident parent company carries the risk that companies establish purely
artificial arrangements in order that income transfers be made to parent companies established

in those Member States which apply the lowest ratesxattitan, or where the income in

question would not be taxed at®all

31. Unjustified differences of treatment betweebgsdiaries can also occur in the application
of antrabuse provisions, such as thin capitalisation rules (see in particulancasd®orst-
Hohorst® and Test Claimants in the Thin Cap Group Litigatior?f. Other unjustified
differences of treatment have beabe object of the Court's rulings in the field of intnaup
dividends and intrgroup payments.

A 2. I n the Homen®t ate (State of reside

32. The freedom of establishment does not only restrict the tax competence of the Host State,
but also the taxing posv of the State of (principal) establishment of a company wishing to
move or expand its activity in another Member Stafsthough the feedom of establishment

may also apply to the settingp of a branch (permanent establishment), most of the cases

48 ECJ, 8 March 2001)oined Cases-397/98 and €10/98, Metallgesellschaft/Hoechst, ECRLF27. For a
comment see Virgo, G., 'Hoechst revisited: the restitutionary aspects of the case’, BTR, 2002, p. 4.
49ECJ 12 December 2006, Casetb/04, Test Claimastin the Fll GroupLitigation v Commissioners of Inland
Revenue, ECR-11753.

S0ECJ, 18 November 1999, Case230/98, X AB, Y AB, ECR 18264.

S1ECJ, 18 November 1999, Case230/98, X AB, Y AB, ECR 18264.

52ECJ, 18 July 2007, CaseZ31/05, Oy AA, ECR46373.

530y AA, para56.

540y AA, para58.

SSECJ, 12 December 2002, Case824/00, LankhorsHohorst, ECR411779.

56 Case ©524/04,Test Claimants in the Thin Cap Group Litigation, ECRLD7.

57 Daily Mail, para. 16. See ald€l, para. 21, and ECJ, 13 December 2005, Cad4d6103,Marks & Spencer,
ECRI-10837 para. 31.
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concen the establishment of foreign subsidiaries and are often linked to group schemes and the
deduction of foreign losses or expenses. Thestjion whether EU law may mitigate the
negative tax consequences of a transfer of seat remains debated.

A. Tax treatmat in the State of residence of permanent establishments located in other
Member States

33. Another case deserves particular attention aardsgthe determination of the Member
State competent to avoid an undue restriction following from the combined aippliohthe
legislations of two Member States. Deutsche Shelf a German resident company allotted
capital to its permanent establishment in Italy. The allotted capital was shown both on the Italian
bal ance sheet and on t he eeGia therarespedtivee anational f f i C ¢
currencies (LIT and DM). Wherné permanent establishment was wound up and the allotted
capital was repatriated to Germany, the exchange rate had fallen and the German company
suffered a substantial currency loss. This |Idssvever, was not tageductible, neither in
Germany nor in Ity. According to the Court, which finally concludes to the existence of an
unj usti fi ed alttaughitis tue that @y Meimbee State,which has concluded a
double taxation corention must implement it by applying its own tax law and theraloulate

the income attributable to a permanent establishment, it is unacceptable for a Member State to
exclude from the basis of assessment of the principal establishment currency laslsebywh

their nature, can never be suffered by the permaneablestmend °°

B. Tax treatment of subsidiaries established in other Member States

34. The Court of Justice has issued various rulings on the taxation of multinational groups of
companies.

35. Other @ases concern the fiscal treatment of kgraup transactions.

36. Anti-abuse rules may also conflict with the freedom of establishmeatbury
Schweppeé®and CFC and Dividend Group Litigatioft concerned UK Controlled Foreign
Company (CFC) legislatio which @mmended the inclusion in the tax base of a resident
company of the profits made by a CFC in a lower tax State. The Court found that companies
with a CFC in lowtaxation Member States were treated less favourably than resident
companies with subdiaries n the UK or in a Member State which does not apply a lower level

of taxation than in the UR2 The UK CFC legislation was considered contrary to the freedom

of establishment. Nevertheless, it was found to be justified if applied only to wholly artificial
arangements aimed at circumventing the application of the legislation of the Member State
conerned.

However, the Court considered @olumbus Containet® that CFC legislation (in the case at
hand, the provision challenged provided for a switch from theptien to the credit method)
does not contravene the freedom of movement when it does moitdo an additional tax

S8 ECJ, 28 February 2008, Case2@3/06Deutsche B e | | v Finanzamt fg¢r Grossunter
1-1129

%9 Deutsche Shelpara. 44.

80 ECJ, 12 September 2006, Casd %5/04,Cadbury Schweppes, ECR995.

61 ECJ, Order of 23 April 2008, CaseaD1/05,The Test Claimants in ti@FC and Dividend Group Litigation.

62 Cadbury Schweppepara. 44.

63 ECJ, 6 December 200 olumbus Container v Finanzamt Bielef¢fmhenstadt, ECR-10451 This case
concerned a &man mechanism providing a switch from the exéonpto the credit method in the case of a
significantly lower taxation in the State of source. Interestingly enough, the G8&umalesfinanzhafuled in a
judgment of 21 October 2009 that despite the EQdguthe provision containing this switahver chuse was
contrary to EU law (see IStR, 2010, p. 149 with comments of B. Lieber{ahd2S. Sydow p. 174)
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burden the economic operator having crogeler activities, as compared to a person operating
in a purely national context.

Chapter II. Exit taxes

37. Capital gains are often taxable in the country of residence and at the montleat of
disposal of the shares. This situation can lead EU residents to transfer their residence before
selling their participations in order to benefit from a moreofmable tax regime. Imle
Lasteyri€*a French provision under which unrealised capitaigian important shareholdings

were taxable at the time of transfer of the taxpayer's residence was found contrary to Article 43
EC (now Article 49 TFEU). Even if urd certain conditions, the payment of the exit tax could
have been deferred, the Court fdutihat the taxpayer was, by establishing himself abroad,
subjected to a tax on an unrealised gain which he would not have had to pay had he stayed in
France.

38. In N.,**the Court examined the Dutch exit tax legislation in the case of a taxpayer holding
100% of the shares of a company. The Court found that the freedom of establishment was
indeed hindered, but only to the extent that the deferral of the tax until aspedal was made
subject to a security for payment and a decrease in value, subseglepa#rtare, was excluded

in the computation of the gain. The Court found the principle of assessment with deferred
payment in line with the allocation of taxing powacgording to the principle of territorialify.

Part Ill. Analysis of some aspects of the castaw of the Court and of its implementation
by Member States (Positive Harmonization)

Chapter I. Parent-Subsidiary Directive

The BJ regulates the tax regime ofvitlend distributions between subsidiaries and parent
companie¥’.

39. In the simplest situation, the company acquiring the shares of another company will
receive a dividend. In an international situation, if one refers to DTCs, the source State will
impose a whholding tax which the OECD Model Treaty reduces from 15 % to 5 % if the
parent owns 25 % of the capital of the subsidiary. The Model Treaty does not cover the
treatment of the dividend in the State of residence of the parent company or the possible
imputation of the withholding tax.

Treaties usually refer to the treatment ofidends under the domestic law of the country of
residence. It will apply one of two regimes. Under the exemption regime, the foreign dividend
is exempt in the same way as an ingdividend would be. The withholding tax can sometimes
be deducted if amre of the dividende(g.,5 or 10 %) is subject to tax, but in margsesit is

a final tax.

64 ECJ, 11 March 2004, Cased102,de Lasteyrie du SaillanECRI-2409.

85ECJ, 7 September 2006ase G470/04,N v Inspecteur van de Belastingdigri8CRI-7409.

6N, para. 46.

57 EU PareniSubsidiary Directive 2011/96/EU of 30 November 2011 on the common system of taxation applicable
to parent companies and subsidiaries of different Member Stat&ytihann, Droit fiscal des affaires, 2617
2018, 8thed., Paris, Montschrestien, 2017, p. 453; F. Bulgarelli, Neutrality ofgntrap profits taxation, in The

State of taxation in the European Unidrhe experience and effectiveness of harmonization, Wsityeof
Bologna, coord. A. Di Pietro, 2003, p.55. De Hosson, The paresuibsidiary directive, Intertax, 1990, p. 414.
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The other regime is thenposition of the gross dividend with tax credit for thehhitlding at
source and for the tax paid by the subsidiary relating to the amount distributed. Those cannot
exceed the national tax rate, which often generates a credit loss.

The first version othe directive dates back to 1990 as does the mergers diethe two
directives have the same purpose: to improve the competitive position of European companies
by avoiding economic double taxation.

A 1. Coverage

40. The directive applies to companies whémen is mentioned in the annex, often all entities
subject o corporation tax. The company cannot be a dual resident as a result of a treaty between
a MS and a third State. It has to be submitted to corporation tax with no option for exemption.

The Wereldhave case (€48/5, 8.03.2017) confirms that a Dutch investinfund subject to
tax at a "0" rate is excluded from the scope of the directive because the purpose of the directive
is to avoid double taxation.

A parent company has to comply with a cibieth of a shareholding percentage reduced from
25 % at the beginng to 10 %. The system is more about avoiding double taxation than
recognising control. There is no requirement for an indirect percentage in a chain of
shareholdingsSeveral MS provide foa smaller share,g.,5% in France. A bilateral agreement
may refer to the percentage of voting rights instead of capital.

MS may require a maximum duration of ownership of the shares of two years, which can be
placed before and after the distributionrbheans of a commitment to retain the shareholding
(Denkavit, Joied Cases 283/94, G291/94 and €92/94, 17.10.1996). Several MS provide

for a shorter period for the internal regime than for withholding tax.

Permanent establishments

41. The directive applie to investment in a PE. Under European law, as under the OECD
Model Treaty, there can be no discrimination betwae&itanda national company.

1. If a PE established in MS B @fMS A company receives a dividend fransubsidiary in
MS C whose shares are invested in the PE, the directive applies.

2. If a PE establighd in MS B ofaMS A company receives a distribution frawsubsidiary in
MS A, the directive also applies.

3.If a PE established in MS B afMS A companyreceives a distribution fromsubsidiary in
MS B, the directive does not apply, but national lamymot discriminate.

The aim is to prevent the parent from organising a PE in another MS for the sole purpose of
holding the participation and for the ditiee to be implemented.

4. If a PE ofa MScompany, located in a third State outside the Unionjvese distribution
from a subsidiary in a MS, the Directive appffesdt is not relevant if the parent MS exempts
foreign PEs, but will only matter if thex credit method is applied.

A 2. Parent company: tax regime of dividend

For the taxation of the pant company, the directive provides for an option between the
exemption according to which the MS of the parent company exempts the dividend and the tax
credit option according to which the MS of the parent company taxes the dividend but deducts

%8 prats, F., Application of the PareBtibsidiary Directive to permanent establishments, Eur. Tax., 1995, p. 180.
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from thetax the corporation tax paid by the subsidiary corresponding to the amount distributed,
and limited by theéax rate of the MS of residents.

In a chain of mvestments, the imputation includes the tax paid by thessbbidiaries if they
meet the participatn conditions. With regard to the credit, the directive does not provide for
excess credits to be applied to subsequent or preceding financial yearsttéiat ldember
States provide for this in their national law.

42. The exemption method presents cerfaioblems.

In Belgium, the calculation of the tax base is done in several stdediirst stage is the
calculation of the tax base including profit, disallowed expeaséddividends paid. In the event
of a loss, it includes the loss, disallowed expeaselslividends paid. Only at a later stage will
dividends be deducted from the base. The effect wagheatividend was offset by the loss
and theexemption was not carried over the following year.

Example

Loss 50

Dividend 100
Compensated with lss 50

Exempted 50

The conformity of the regime with the directive was questi&hed the Cobelfrecase (€
138/07, 12.02.2009), the ECJ considered the Belgian regifenot in conformity with the
directive. Belgium opted for the exemption, but addecbndition to the directive: that the
company has enough tax base to absorb the dividend. This is an indirect imposition of the
dividend by denial of the loss caroyer anda higher taxation in subsequent years. It is clear
that the tax credit method $ithe same effect: there is no imputation if there is no tax for lack

of taxable base. However, the interpretation of the directive must be literal. Belgium complied
with the judgmen the excess dividends benefiting from the exemption on taxable prnofit ca
now be carried forward to the following ye&s

The question of ownership of the participation by the parent was raised: does it have to be full
ownership, bare ownership or usidt?In the case of Les Vergers du Vieux Tauves $A.
48/07,22.12.2008)the Advocate General concluded that the purpose of the directive is to avoid

8 Wathelet, M. and.. De Broe, Belgium, in M. Lang, P. Pistone et al., E&tent Developments in Direct

Taxation, Viema, Linde, 2008, p. 310. Carron and N. Couder, Tax Treatment of Shares: The Consequences of
EuropaStatus Questionis After Recent Developments, Tax Lawidv, 2008, p. 103, espqr.107; F. Diericks,

Belgium's Holding Company Reginfeast, present and Future, Bull. Int. T&008, p. 1, espec. p. 4@&d ref.

cited note 29; C. Cheruy and C. Laur ent ,selds,darade®gi me f
2008, p. 446; comp. in the Netherlands, O.C.R. Marres and P.J. Wattel, Dividendbelasting, 3rd ed., Deventer,
Kluwer, 2006, p. 218.

I, Rlchelle, Cobelfret etfilldiiamltespri®e art ®@inaieab ¢ lag a i ad
droit communautaire, Revue g®n®rale de Fiscalit®, 200
ofDoubl e Taxation of Dividends in the EU: Cobel fret me
p. 473; B. Peeters drA. Van De Vijver, ECJ Rules on Compatibility of Belgium Participation Exemption Regime

with EC ParenSubsidiary DirectveeC Tax Rev., 2009, p . 146; J. Mal her b
le traitement fiscal des dividendes en Belgique, #fP. Coppen s, Léentreprise face a

Brussels, Larcier, 2009, p. 506;T.K. Meeussen, Denkavit Intextionaal: The Practical Issues, Eur. Tax., 2008,

p. 244; M. Lang, ECJ Case Law on Cr&&wder Dividend TaxatiofiRecent developmesitEC Tax Review, 2008,

p. 67; L.A. Denys, The ECJ Case Law on CtBssder Dividends Revisited, Eur. Tax., 2007, p. 221Pdns,

The Denkavit Internationaal Case and its consequences: The limit between Distortion and Discrimination?, Eur.
Tax., 2007, p204; F. Vanistendael, Denkavit Internationaal: The balance between fiscal sovereignty and the
fundamental freedoms, Eur. Tag007, p. 210.
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economic double taxation of dividends and to favour the grouping of companies. Therefore,
taxing the usfructuary would be contrary to the objective of the directiMee ECJ didhot
concur: the legal relationship of the usufructuary with the subsidiary does not derive from a
shareholder status as provided for in the directive but from a right of usufhectifective

does not apply.

Liquidation products

43. The Directive does not afy to distributed liquidation products as far as the treatment of
the parent is concerned (Art. 4.1).

Hybrid instruments

44. If the distributed profits are deductible by thebsidiary, for example because they are
considered as interest, the parent compalkipugh it legally considers them as dividends,
has to tax them. This change concurs with the BEPS (Base Erosion and Profit Shifting) report
of the OECD, Action 2, Hybridhstruments. It applies, for example, tbRxofit Participating

Loan" whose inter@svas deductible in Belgium but considered as a dividend in Luxembourg.
The change concerns only the exemption method.

Deductions

45. As for expenses and capital losses latren to participations, the deduction may be denied.
If the management costs ars@ssed on a forfetaire bagtsey will amount to a maximum &f
% (art. 4.3).

The deduction cannot be contingent on the expenses producing a taxable base in thefcountry o
residence because the subsidiary is national or has a PE in the country. THat Dagch

system before the Bosal case-168/01, 18.09.2003). It was considered a violation of the
freedom of establishment.

A 3. Subsidiary, Wi thhol ding at source

Profits distributed by a subsidiary to its parent are exempt from withholding tax. The isotio
broader than that of dividends (art. 5.1) and has an important economic effect.

A 4 . -abAse tlduse of the Directive

46. The Directive does not apply to an amgament otto aseries of arrangements whose
principal objective or one of the principal ebfives is to obtain a tax benefit (subjective test)

if the benefit is contrary to the object or purpose of the Directive (objective test), provided that
the arrangment is not genuine. One used to talk of an "artificial" arrangement. The arrangement
can ke considered as such if it is without valid commercial reasons that reflect the economic
reality.

The directive does not hinder the application of national orytrpedvisions necessary to
prevent tax fraud or abuse.

In the case of Eqiom (formerly Holcifrance) and Enk@C-6/16, 7.09.2017), a French law was
considered under which the exemption from withholding tax in the case of distribution to a
company of a MS&ontrolled by a nomesident of the EU was denied, unless it could be shown
that the chain a$hareholding does not have as its main purpose the obtention of the exemption
(CGl, art. 11Quinquie$. The case was decided in application of the previous vediche
antrabuse clause which referred to the prevention of tax evasion or fraud or abuse.

The ECJ considered that a general measure could not be applied: the individual case should be
examined. Only artificial arrangements are excluded (Cadbury Scksefpl96/04,
12.09.2006). Theneasure islso contrary to the freedom of establishment.
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Chapter Il. Interest and Royalty Directive

47. The principle is taxation in the residence State:

nl. 1. I nterest or royalty payexemapfromanytaxesi ng i
imposed on those payments in that State, whether by deduction at sobscassessment,

provided that the beneficial owner of the interest or royalties is a company of another Member
State or a permanent establishment situatedathanMember State of a company of a Member
Stateo.

Notion of interest

48. The ter m fmnsnncane &snt debtlameng of every kind, whether or not
secured by mortgage and whether or not <carry
and n particular, income from securities and income from bonds or debentures, including
premiums angbrizes attaching to such securities, bonds or debentures; penalty charges for late
payment shall not be regarded as interest.

Some exclusions are foreseen:

(a) payments which are treated as a distribution of profits or as a repayment of capital under

the lawof the source State;
(b) payments fromdelt | ai ms which carry a right to par
(c) payments from dehtlaims which entitle the cretir to exchange his right to interest

for a right to participate in the debtoré
(d) paymentdrom debtclaims which contain no provision for repayment of the principal

amount or where the repayment is due more than 50 years after the date of issue.

Notion of royalties

49. The term firoyaltieso means paymensenf,awf any
the right to use, any copyright of literary, artistic or scientific work, including cinematograph

films and software, any patent, trade markjglesr model, plan, secret formula or process, or

for information concerning industrial, commercal scientific experience; payments for the

use of, or the right to use, industrial, commercial or scientific equipment shall be regarded as
royalties.

Interest and royalty payments made between associated companies are governed by Council
Directive 2003/9/EC of 3 June 2003 on a common system of taxation applicable to interest
and royalty payments made between associated companies of different Merndser Sta

Eligible companies are |isted and include PE
They must be resident in the EU and subject toaratp income taxthey should be bound by
an affiliation of 25 %A, meaning that:
(i) The first company has a direct minimum holding of 25 % in the cagithkcsecond
company, or
(i) the second company has a direct minimum holding of 25 % in the capital afsthe f
company, or

(i) athird company has a direct minimum holding of 25 % both in the capital of the first
company and in the capital of the second company.
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The tie must be maintained for2yeafshe di recti ve applies to the
company.

Prevention of double taxation
50. No tax shall be levied at sourdeor a PE, the source is linked to deduction.

The procedure provides th@atemption is subject to delivery of an attestation otherwise a refund
procedure shall apply.

Attestation
51.1. 13 .e atttrestati oné shall contain the follo

(@ proof of the receiving companyosary,teesi denc
existence of a permanent establishment certified by the tax authority of the Member
State in which the recaig company is resident for tax purposes or in which the
permanent establishment is situated,;

(b) beneficial ownership by the receiviegmpany in accordance with paragraph 4 or the
existence of conditions in accordance with paragraph 5 where a permanent
establishment is the recipient of the payment;

(c) fulfilment of the requirements in accordance with Article 3(a)(iii) in the caseeof th
receiving company;

(d) a minimum holding or the criterion of a minimum holding of voting rights in accordance
with Article 3(b);

(e) the period for which the holding referred to in (d) has existed.

Member States may request in addition to ldgal justification for the payments under the
contract €.g.,loan agreement or licensing contract).

Abuse

52. The creditor mudbe the beneficial owner of the interest or roydigr a PE, the income
must be effectively connected and the PE must be subjext (1.5.b).

There is beneficial ownership if the credito
notasanintene di ary, such as an agent, trustee or a

Where, by reason of a special relationshigpveen the payer and the beneficial owner of interest

of royalties, or between one of them and some other person, the amdbetioferest or
royalties exceeds the amount which would have been agreed by the payer and the beneficial
owner in the absence sifich a relationship, the provisions of this Directive shall apply only to

the latter amount, if any (art. 4.2).

This Directiveshall not preclude the application of domestic or agreeivasd¢d provisions
required for the prevention of fraud or abuse @utt).

How to deal with Thin Cap rules?

Chapter Ill. Anti -evasion Directive (ATAD)
A 1. Limitation of interest

53. In several coumies, there are rules against thin incorporation: interest on a corporate debt
that exceeds.g.,three times equity will not be deductible. It has already been established that
such a rule cannot exclude the deduction of interest onlynvplaéd to a foeign parent
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company: the applicable Double Tax Treaty or European law prohibit discrimination. The rules,
therefore, cover payments in favour of both national and foreign parents.

The BEPS reports seek to limit the deduction of interestgroup in ordeto avoid the transfer
of profits from one country to another.

The EU antitax avoidance directive (ATAD) of 12 July 2016 anticipates the implementation

of the BEPS plan in several areas in order to avoid divergent provisimuitries of the

Union, byproviding for a limitation of borrowing costBorrowing costs are interest and costs

that are economically equivalent. Borrowing cost excesses are the positive difference between
borrowing costs and interest income and econdiyieguivalent income. Addonal costs are
deductible up to a maximum of 30 % of the taxpayer's EBITDA (profit before interest, taxes,
depreciation and amortisation) (art. 2).

The directive provides for derogations. The calculation may be made at thefléwe group

as definedn national tax law, even if certain entities do not consolidate Ainimisule also

prevails:the directivedoes not apply to additional cosiSlessthardt 3 mi | | i on. Nor
apply to autonomous entities which are nartpof a group.If the taxpayer is part of a
consolidated group, one can use the group's ratio between own funds/assets and debts.

Non-deductible excesses can be carried over in futuaesyend imputed to the three previous
years. The unused interest detilon capacity can be carried over to the next five years.

A 2. Exit tax

54. The ATAD Directive provides for an exit tax (Article 5) in the case of transfer of the
assets or activity of a P&utside a MS with the right for that MS to tax the capital gainghen
transferred assets. There will be a capital gains tax in the MS of origin. The tax can be deferred
by five years if there is a transfer in the EU or in the EEfhére is aragreemenbetween the

two countriedo collect tax credits.

A 3 .-abdse lause

55. The ATAD | Directive (2016) imposes to all EU MS to introduce in their domestic
legislation a general antibuse rule (GAAR). A MS must ignore arrangements or series of
arrangementput in place for the main purpose or having as one of its main gesmitaining

a tax advantage (subjective element) that defeats the object of the applicable tax law or its
purpose (objective element).

An arrangement or a series thereof is not genuairied extent it is not put into place for valid
commercial reasonshich reflect economic reality.

The tax is then calculated in accordance with national law.

The provision is to be compared with previous case law of the ECJ considering as abusive
wholly artificial arrangements.

The preamble to the ATAD directive comfis however that otherwise the taxpayer should have
the right to choose the most efficient tax structure for its commercial a#fairs

The GAAR must apply in domestic situations within th@dth and vis™-vis third countries in
a uniform manner so that thgplication in domestic and crelBerder situations does not differ.

The GAAR is a protection against aggressive tax planning consistent with the BEPS reports.
It aims at improving the efttiveness of the internal market in tackling tax avoidance peactic

"t Halifax (VAT); Cadbury Schweppes (CT).
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The GAAR has been transposed in different w&gsne countries consider that their already
existing domestic GAAR suffices to transpose the ATAD GAAR. Other countries have added

the ATAD GAAR to their domestic legislation. Belgium belongs to the §jretip of countries

and considers thaflGAAR (CTI, art. 344, A 1, redrafted
of Article 6 of ATAD I.

Fiscal abuse may be demonstrated by the taxrasimgtion by presumptions or other means of
evidence in théight of objective circumstance. Abuse will exist when the taxpayer by a legal
action, or a set of | egal actions realizes a
alegaltaxprovison i n violation of t he ambataxdenefives of
under a legal tax provision, the grant of which is contrary to the objectives of this provision is

his essential aim is to obtain this benéitie taxpayer may prove that tti@oice of his action(s)

is justified by other motives thandlavoidance of tax.

France has chosen to implement the ATAD GAAR by specific provisions which are the same
for ATAD and for the new antibuse rule introduced theparentsubsidiary directivé.

Specific antiabuse rules (SAARS) will be also foundie parensubsidiary directive, the new
clause being identical to the ATAD | claiddn the merger directive, the result is reached by
disapplying the directive when the objective of the reorgéinizas tax evasion or avoidance
and creating a presunigt that it will be so if the operation is not carried out for valid
commercial reasons.

The interestoyalty directivé* also includes a provision disapplying it if the purpose of the
taxpayer is taxevasion, tax avoidance or abuses only it will apply ainthe entity receiving
the income is the beneficial owner of the interest or rofalty

Does the ATAD directive compel the MS to tax an actiomobme?So far, directives had
compelled them to exgmhincome in the case of mergers, dividend distrimgjeetc., except
the modification of the pareisubsidiary directive compelling MS to tax to the parent profits
distributed by a subsidiary if they are deductible.

The Belgian Constitutional Couftconsdered that the Belgian GAAR is a procedural rule
relating to evidence and thereby avoided the problem.

The same clause was introdudedthe OECD Model Tax Treaty and in the Multilateral
Instrument® to deny the benefits of a treaty if obtaining that lfiéneas one of the principal
purposes of an arrangent or transaction unless granting the benefit is in accordancéheith
objectand purpose of the treaty provision.

A 4. Controlled foreign corporations

56. According to the CFC rules of the ATAD DirectivAr{. 7) an CFC exists when the
taxpayeralone, or with its associated companies, has more than 50 % of the voting rights or
owns more than 50 % of the capital or has the right to receive more than 50 % of the profits
and the tax actually paid on the prsfitf the entity is less than the taxwiould pay in the
taxpayer's MS of residence. The profit is calculated according to the rules of the taxpayer's MS.

72 Art. 205 A and Art. 119ter 3 CGI.
3 Art. 3.2.

74 Art. 5.

SArt. 1.1.

76 Nr. 141/2013 of 30 October 2013.
77 Art. 29.

BArt. 7.
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Under the CFC tax regime, the taxpayer's MS includes in the taxpayer's tax base the following
undistibuted income of the CE(Massive incoménterest, royalties, dividends, income from

the sale of shares, income from insurance activities, banking, financial income and income from
invoicing to associated companiesicomefrom "nonreal” arrangements bause the entity

would not hold the ast® would not have taken the risks if it were not controlled by a company
where the important functions linked to assets and risks are exercised and play an essential role
in the creation of CFC income.

The directivedoes not apply if the CFC engages irbsantial activity with personnel,
equipment, property, premises, corroborated by pertinent facts and circumstances.

Part IV. A practical example: The Danish cases of February 26, 2019

57. Two decisions of the Europe&@ourt of Justice based onganeral principle of EU law

shed a crude light on holding structures designed to take advantage of EU directives in order to
secure a withholding tax exemption on flows of interest or dividends destined, in the last
instance, fononEU beneficiaries.

The judgment of the ECJ in T Danmark and Y Denmark ApSL{6/16, 26.02.3019) deals
with two structures concerning distribution of dividendsthholding tax exemption under the
ParentSubsidiary Directive was requested.

In the fird case (C116/16, T Danmark)five private equity funds established a group of
companies in Luxembourg and Denmark in order to purchase T Danmark, a Danish operating
companyOne of those companies, N Luxembourg 2, acquired more than 50 % of the shares of
T Danmark whereas the remisig shares were held by thousands of shareholddbsding

answer was requested from the Danish tax authority in order to secure the exemption of
withholding on a dividend distribution by T Danmark to N Luxembourgh& exempon was
denied.On appealthe National Appeals Commission granted the exemption. The Ministry
appealed to the High Court of Eastern Denmark which referred several questions to the ECJ.

In the second case {C17/16, Y Denmark ApS), a listed US companyJSA, held its foreign
subsidaries through Y Global Ltd, a Bermuda compaiYy.Bermuda held the European
subsidiaries through Y Denmark, an active company, whereas the operations were managed by
a management company, Y Netherlands, located in the Netrerland

The US Jobs Creation Act of 2004 enabled US companies to repxiateablydividends
from foreign subsidiaries if the resulting income was used for certain purpesggsearch
and development. Prior to repatriation, Y Bermuda incorporated YuSypCyprus and sold
its holding in Y Denmark to Y Cyprus.

According to the DanisklS treaty, a dividend paid to a US parent would have attracted a

withholding tax of 5 %. According to the treaties between Denmark and respectively
Luxembourg and Cyprus, dvidend paid to a parent company located in those countries and

being the beneficial owner of the dividend would have attracted a withholding of respectively
5 and 10 %.

However, under the EU Pare8tibsidiary Directive, the withholding was waived. fidwas
no treaty in force between Denmark and Bermuda. Cyprus did not levy a withholding tax on
outgoing dividends.

The Danish tax authority found that tax should have been withheld on the dividend as Y Cyprus
was not the beneficial owner of the dividentise Appeals Commission concurred in the view
that Y Cyprus was not the beneficial owner but found that Y Cyprus could benefit from the
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exemption of the Parei8ubsidiary DirectiveThe Ministry appealed and the High Court of
Eastern Denmark referred sealegguestions to the ECJ.

a) Legal basis for finding an abuse of rights

58. The ECJ, as in the N Luxembourg 1 interest case, relied on the general principle of EU law
providing that EU law cannot be relied upon when there is fraud or abhiseprinciple may

be relied upon even in the absence of a national provision, as it has been decided in the field of
VAT.

Even though the Pare®u bsi di ary Directive, at t hat tim
preclude the application of domestic or agreent@sed provisiosrequired for the prevention
of fraud or abuseo (art. 1. 2), -mebtionédgeneraln ot e

principle of EU law.

The purpose of the PareS8tibsidiary Directive is to facilitate the grouping of EU companies.

A financialarrangement entered into with the essential aim of obtaining the tax benefit resulting
from the Directive is not consistent with this goal and, on the contrary, would distort
competition and undermine the functioning of the internal mafletefuse the éndit of the
directive is not tantamount to the application of the Directive in order to create obligations for
individuals. It was found that the conditions set for the application of the directive were met
only formally.

The Court did not find it necess/ to answer the question whether a provision of the double
tax convention limiting its application to beneficial owners constitutes an agrebasad
provision in the sense of the Directive.

b) Elements of abuse of rights

59. Applying the combination of objeget circumstances showing that the purpose of the rules
had not been achieved and of the subjective intent to obtain the tax advantage resulting from
the rules by artificially creating the conditions thereto, the Court gives, as in the N Luxembourg
1 casaleding with interest, indicia of purely formal or artificial transactions, without economic
justification, relating to dividends.

(1) A conduit company is interposed between the dividend payor and the recipient:
all or almost all of the dividends are passedby the conduit company to
recipients which would not qualify under the Directive.

This is the case of the Bermuda company in the second case even of its
US pareni and of the investment companies in the first case.

(i) The conduit company must passtbe dividends received and may make only
an insignificant profit.

(i)  The sole activity of the conduit company is the receipt and the transmission of
dividends as evidenced by its management, staff, premises and costs.

(iv)  Contractual arrangements or facts resuthe conduit company not having the
right to use the dividends.

(v) Changes in legislation, such as those tleatirredn Denmark and in the United
States, took place at the time of the operation, together with the setting up of
complex financial transacis and of intragroup loans.

The existence of a convention between the source State and the country of the beneficial owner
does not exclude the existence of an abuse of rights, except if the dividends would have been
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exempted by the convention. If thedtg country is not an EU Mereb State, the Directive
would not apply whether or not there be abusegbits.

It is for companies claiming the benefit of a directive to show their entitlement and adduce
evidenceThe tax authority must establish that teeipient is not the benefai owner of the
dividend but is not required to identify the real beneficial owner, e.g., as between Y Bermuda
and Y United States in the second case.

Opinion of the advocate general

60. It is interesting to notice that the opin of advocate general Koltdn the first cas€
differs in many respects from the judgment of the Court.

1. Beneficial owner

61. The advocate general starts by stating an obvious principle: the beneficial owner is the
person entitled under civil law to demapalyment of the interé$t She considers the exception
included in the directive, limiting herself to the existence of a trust, probably because there is
no evidence of an agency or other relation.

A refinancing agreement is not tantamount to a trust,st going beyond a loan agment

Ties between the capital investment companies which are the actual parents of the top
Luxembourg lending company and between this company and its relending subsidiary should
be identified.They were notThe use of equityo finance a loan ialso not evidence of a trust
relationship.

The Luxembourg companies bear considerable expenses, includhitigngeemployees, rental

of premises and legal and consultancy fees, which are paid out of the interest income thanks to
a differential in the iri and outinterest ratesThe risk of loss remains with the Danish company

N Luxembourg 1.

The advocate general therefore concludes that the Luxembourg company recipient of the
interest is its beneficial owner.

OECD Model Tax Convention

62. The advocate geraris of the opinion that the OECD Model Commentary should not be
used to interpret the autonomous EU concept of beneficial otsgecially in a case in which
the OECD Commentary was modified, this would give the OECD member cauhiipower

to interpet EU law.

2. Abuse

63. The advocate general concurs in the view that EU law cannot be relied upon for abusive
ends.This principle has been concretely embodied in article 5 of the directive, excluding an
application of the general principté EU lawf.

Abuse may be the result of wholly artificial
i n commerci al i feo, now expressly covered b

Artificiality of the arrangement is not found in the caseler reviewsizable costs are incurred;
an asset management company engages in little activity.

7 Opinion of advocate general Kokott delivered on 1 March 2018, Ca%#5@1, N Luxembourg 1 v
Skatteministeriet.

80 Recital 37.

81 Recital 104.
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Nevertheless, the arrangement can, in the opinion of the advocate general, be abusive, not
because of the search for minimization of tax liability, whichidg, Ibut beause of the
incorporation of the capital investment companies in offshore jurisdictions (Cayman Islands,
Bermuda, Jersey), where they are transparent, with the likely purpose to prevent the States of
residence of the ultimate investors to abtaformation about their income in the absence of
exchange of information.

Identification of beneficial owner

64. For the advocate general, the tax authority must identify the beneficial owner: the
arrangement is abusive only if it gives a mfaeourableresult than the national arrangement,
i.e., direct investmeniThe taxing jurisdiction must therefore state whom it considers as the
beneficial owner.

Direct reliance on Directive

65. The direct application of the Directive is not possilblewever, althougibemmark had

not, at that time, transposed article 5 of the directive and had no domestibusiprovision

which could be considered as a transposition
its tax law according to which income mustbe thx@ t he hands of At he
reci piento.

Although direct application of the VAT directive has been admitted, this doctrine cannot be
extended to direct tax I&&1 VAT law is more harmonized and the TFEU requires that Member
States take effectiv@easures to collect VA,

The existence of an abuse will therefore rest, for the advocate general, on the findings if the
national Court applying its national |&tv

3. Fundamental freedoms

66. For the advocate general, the question does not arise niatfenal Carrt finds that the
arrangement is abusivi.not, the recipient company, which must be treated as the beneficial
owner of interest, may rely on the directive.

Opinion of the advocate general in the second case

67. The advocate genefal stating at the outseéhat once more a conflict must be solved
betweet he freedom to arrange oneds affairs und:c¢
here also views which are different from the

1. Theory of the parentsubsidiary directive

68. The directive seeks wstablish neutrality of the distribution of profits between EU entities
by the exemption or indirect credit methods and by exempting the distribution from withholding
tax when it accrues to a qualifying parent company, without deigathe owners thereair
disclosure of the further use of the dividends.

82 See atMihaylova-Goleminova, S.Constitutional Identity ash Direct Taxation// Financial Law Review, 15
(3), 2019 andMihaylova-Goleminova, S International Initiatives in the Field of Taxation and European.llaw
1 B tstotdAf € # 4c @ oWdABCe Iz dids jdld @&VIII, 2019

8Dani sh TaXSeeCamithlel9. A 4.

84 Article 325 (1) and (2).

85 Opinion of advocate general Kokott delivered on 1 March 2018, G446, Skatteministeriet v Y Denmark
ApS.
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It is irrelevant whether the recipient is the beneficial owner of the dividendislike interest,
dividends do not represent deductible expenditure and it makes no sense &theqtirey be
drawn foroneself.

2. Abuse

69. The general principle of nereliance on EU law in the event of abuse is concretely
expressed in article 1(2) of the paresabsidiary directive and may not be relied upon more
extensively for reasons of legal centigf’.

Abuse may result &fim a wholly artificial arrangemenit may be presumed here, given the
absence of substance of the Cyprus company:
under such % itislikelyrthsttitsactigites takelace only on paper and thhie

company develops no business of its own.

There should be nefiscal reasons for the structurghe circumstances of contrariness to the
purpose of the law results here more significantly from the localization of the ulpanatesnt
recipients in jursdictionsi offshore islands such as the Cayman Islands, Jersey or Bermuda
which would avoid exchange of information allowing taxation of the further dividend
recipients.

3. OECD Model Tax Convention

70. The parensubsidiary directig must be interpreted autmmously. The OECD
Commentaries have no direct effect on such interpretation.

4. Actual recipient

71. The actual recipient must be identified to determine whether there is abuse as the conduit
structure should for that purpose achieveaefavourableresult thara direct one.

The directive cannot be applied directly if it has not been transploseli be for the referring
Court to determine whether the reality doctrine or the principle of the rightful recipient in
Danish tax lawcan be considered as a transpos.

Conclusion

72. The ECJ decisions lead to a finding of abuse of law based on a general principle of EU law
enabling Member States to set aside withholding tax exemptions provided by directives on
interest or dividendswhem ficondui t 0 c edimmarEWcountsies.i nt er po s

The lack of substance of the conduit and the essential tax avoidance motivation of the structure
are factual elements left to the referring court to pass on.

Substantial divergences can be folredween the reasoning of the Courtldhe opinions of
the advocate gener&iverging arguments may also be expected on the merits when the cases
are argued before national courts on the bas

Part V. Taxation of company sharehol@rs

73. The issues concerning the taxatiof company shareholders are mainly related to the
potential (and often actual) risk of economic double taxation of distributed income. Although
most Member States have found solutions which mitigate the economie daxdiion of such

86 Recital 43.
87 Recital 100.
88 Recital 54.
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income, these nathal solutions vary according to the political choices of the various Member
States, and therefore problems may arise when corporate income crosses national borders.

Concerning dividends, a distinction should be drawatween outbound dividends.e(,
dividends paid by a domestic corporation to foreign shareholders, individuals or corporations)
and inbound dividendsi.¢., dividends paid by a foreign EU corporation to domestic
shareholders, individuals or corporationgdjith regard to this distinction, thissues raised
before the Court concern the equal treatment of outbound dividends paid to foreign and
domestic shareholders and of inbound dividends from foreign and domestic sources which are
paid to domestic sharehelc.

Moreover, other questions havedn addressed by the Court, such as the taxation of capital
gains and the deduction of costs related to participations

Sectionl. Tax treatment of outbound dividends
A 1. Withholding tax on outbound dividends

74. Traditionally, the State of the company payagdividend will impose a withholding tax.
Sometimes the withholding is waived in favour of domestic shareholders, especially parent
companies. In most cases, the withholding tax rate is reduced by ®@€sending on the
person of the shareholder (pareatnpany or not). The DTC generally provides that the State
of residence of the shareholder will grant a tax credit for the foreign withholding. However, to
a foreign parent, the tax credit will often Ineiffective to relieve double taxation:

1 if the residace country exempts foreign dividends, no tax is due so that no credit is
given;

9 if the residence country grants both a direct tax credit for the withholding and an indirect
tax credit for the underlyingorporate tax due in the source country in respetie
dividend, the credit will often exceed the amount of national tax due and such excess
credit will be lost.

The Court has issued a number of important judgments on the compatibility of withholding
taxes on outbound dividends with EU law.

In Denkavit Internationaal ®® France levied a withholding tax on dividends paid to foreign
parents. Dividends paid to domestic parents were not subject to such withholding and moreover
economic double taxation of dudividends was eliminated by a 95 % exemption irhtdoreds

of the parent. The parent company established in another Member State would therefore be
taxed more heavily than a domestic parent company. The Court found in this case that there
was a restrictio of the freedom of establishment. In fact, althotigyh DTC between the
countries of the subsidiary and the parent companies provided for a tax credit in the parent
company's country (here, the Netherlands) to take into account the withholding tax, the
restriction was not eliminated as the dividend wasdagempt in the Netherlands, so that no
credit was effectively granted.

In Amurta,® the Court was faced with a similar situation but in the absence of sufficient
shareholder influence. The case was a&dyunder the free movement of capital and not under
the right of establishment. The Court found that the free movement of capital was restricted and
that the difference in the treatment of r@sidents and residents could not be justified. Indeed,

the Caurt held that once a country taxes residents anegegidents on dividends distributed by

a resident company, it puts them in a comparable situation and the coherence of the tax system

8 From, in most cases, 25% to 15% or even 5 or 0% in favour of pavemanes.
0 ECJ, 14 Decembe?006, Case €70/05Denkavi t I nternationaall-1¥94Mi ni str e
91 ECJ, 8 November 2007, Case3€9/05,Amurta v Inspecteur van de Belastingdienst, E®R64.
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does not justify such a difference in treatment, as there is nodimkebn the exemption for
resident companies and a camnpatory tax which they would bear. It was alleged that
Portuguese law and the DTC between Portugal and the Netherlands provided for a credit of the
withholding tax at source in the State of residefidee Court responded that, although a
Member State mawgiot rely on a tax benefit granted unilaterally by another Member State to
justify a violation of Community law, it may, however, achieve conformity with Community
law by treaty provisions, subject tcetlscrutiny of national Courts.

Again, in Aberdeer’? the Host State exempted dividends paid by a subsidiary to its domestic
parent whereas a withholding tax was charged on dividends paid{@sident companies

in the case at hand a SICAV under Luxembourg law. The Pswbstdiary Directive does not
apply, as a SICAV is not a listed company under that Directive. A difference in treatment cannot
be justified by the fact that the legal form of a SICAV is unknown under the law of the
s u b s i snceaasyhe cdompany law of the Member States has notulgemarmonised at
Community level, that would deprive the freedom of establishment of all effecth&ness

A 2. Tax credit for dividends

75. In Fokus Bank® the EFTA Court, which interprets the Agreement on the European
Economic Area with regard to the EFBAaes (Iceland, Liechtenstein and Norway), was faced
with the issue of a tax credit granted to shareholders in respect of corporation tax paid by the
distributing company: such a credit is granted in Norway to resident shareholders, but not to
nonresident shareholders. Contrary to what the Court of Justice would later hold, the EFTA
Court considered that this differential treatment was in violation of the free movement of capital
(Article 40 EEA), as it deterred naesidents from investing in Norway.

In the two following cases, the issues stemmed from the system then in force in the UK to
prevent economic double taxation. A shareholder receiving a dividend was entitled to a partial
tax credit on account of the tax paid by the distributing company whadwingly had to pay
Afadvance corporation taxo (ACT, abolished 1in
another company, it could apply the ACT against the ACT due on its own distributions and a
UK final shareholder would be granted a tax credit.

However, when a nenesident company received a dividend from a company resident in the
UK, it was in principle not entitled to a tax credit, except if a DTC so provided. The ACT was
nevertheless payable by the distributing company.

When a UKparent companiield at least 51% of a UK subsidiary, both companies could make

a group income election. In that case, no ACT was payable by the subsidiary upon distribution
of a dividend. The parent company was not entitled to a tax credit. ACT was paryigbldren
theparent company redistributed the dividend.

In Metallgesellschaft/Hoechst the Court found that the denial of the group income election
to foreign parent companies constituted an unjustified restriction of the freedom of
establishment. Inaict, accordingd the ACT regime, UK subsidiaries had to pay ACT on
dividends paid to neresident (EU) shareholders while no ACT was due on dividends paid to
resident shareholders. This system led to a-flashdisadvantage detrimental to nogsident
shareholders.

92ECJ, 18 June 2009, Case3033/07,Aberdeen Propertfininvest Alpha Oy, ECR5145.

% Ppara. 50.

94 EFTA Court, 23 November 2004, Casellb4,Fokus Bank v The Norwegian Sta@el C 45, 23.2.2006, [d.0.
% ECJ, 8 March 2001, Cases397/98 and €410/98,Metallgesellschaft/HoechECRI-1727.
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ACT Group Litigation®® raised various questions concerning the ACT regime. According to
the Court, the fact that a resident parent company which received a dividend was entitled to a
tax credit, whilsti except under certain DTGsa nonrresident parent companyas not, did

not constitute a restriction on the freedom of establishment or on the free movement of capital.
In effect, as regards the mitigation of economic double taxation of profits in the hands of a
subsidiary and a parent company, a-nesident pant company is ran the same situation as

a domestic parent company: it is for the State of residence of the parent company to avoid
double taxation. It is not compelled to do so, except when the Paubsidiary Directiv¥

applies. To impose the duty aivoid doubleda x at i on upon the subsi di
would deprive this State from the right to tax profits which arise in its territory.

The Court of Justice, furthermore, considered that the UK, in granting by treaty the right to a
full or partial tax credito parent companies resident in the Contracting States alone, did not
unduly restrict the freedom of establishment of parent companies resident in States to which no
such treaty applied. In the absence of tax harmonisation, in partictiarfield ofelimination

of double taxation, Member States are free to allocate fiscal jurisdiction amongst them by means
of bilateral agreements.

The UK ACT regime was abolished in 1999 and replaced by a system of quarterly instalment
payments of corpation tax%®

Section 2. Tax treatment of inbound dividends

76. The treatment of inbound dividends has also been scrutinised by the Court. These cases
often address the compatibility with EC law of national mechanisms, aimed at avoiding or
mitigating economiclouble taxatiowf dividends in the hands of the shareholders, but restricted
either to resident shareholders or to dividends distributed by resident companies. A further
group of judgments specifically addresses the issue ofgntnap dividends betwegmarent
companis and subsidiaries which are located in different Member States.

A 1. Branches and economic double taxati on

77. As seen above, a national tax regime of dividends can discriminate between branches of
nonresident companies and subartes of dometsc companies. The very first case brought

o

before the Court of Justice i ravoitfs@d°aitax| d of

credit granted to French resident shareholders equal to half the dividend received, as a partial
relief from corporation tax paid on the distributed proftfsThis credit was denied to neon
residents and in particular to French branches of foreign insurance companies. It was extended
to nonresidents, but never to branches, by some DTCs concluded by Fraecgourt found

this denial to be in a breach of thee@ty provision securing freedom of establishment, whether

by creation of a branch or a subsidi&ty.

The favourable tax regime for dividends applicable to residents can also find its source in a
DTC. In Saint-Gobain a tax relief provided for in a DTC cdnded between Germany and the
United States was partly denied to a German branch of a French company, on the ground that
the DTC applied only to German companies and companies subject to unlimiieditey in

% ECJ, 12 Deember 2006, Case-874/04, Test claimants in Class IV of the ACT Group Litigation v
Commissioners of Inland Revenue, BCR673.

97 Council Directive 90/435/EEC on the common system of taxation applicable in the case of parent companies
and subsidiaries dfifferent Member State€J L 225, 20.8.1990, p. 6, now replace by Councl Directive of 30
November 2011 as amended by Council Btiree 2014/86/EU of 8 July 2014.

%8 http://www.hmrc.gov.uk/stats/corporate_tax/introduction.pdf.

% Avoir fiscal

100 French CGIArt. 158 bis, Art. 158 ter and Art. 204.

101 French CGl, Art. 158 bis, Art. 158r CGI and Art. 204.

132



Germany. The Court held that the Membeat& must grant to permanent establishments the
same advantages as to r esi de astfar asohengxercise ef s .
the power of taxation so allocated is concerned, the MerSbetes nevertheless may not
disregard Community rules although direct taxation is a matter for the Member States, they
must nevertheless exercise their taxation powers consistently with Commuait§?law

As from 1994'% even before the judgment was delied, German law extended to permanent
establishmentdoth the dividend exemptions granted by D¥¢and the indirect credit on
account of foreign corporation tax paid by a subsidiary on distributed piBfifhe
discriminatory provision concerning wealtxtwas also repealet®

A 2. Di f f e roésharehaders dased an tompany residence
Exemption

78. Member State laws can also be found to be incompatible with EC requirements with

regard to the introduction of distinctions in the tax treatment of tfessident) shareholders as

concerns th&tate of residence of the company in which those shareholders have their holding.

In Verkooijen!®’ the Court found a Dutch exemption only available for dividends received
from a domestic company to be contraryhe free movement of capital.

Tax rates

79. Discrimination can also occur as regards a difference in the tax rate on foreign and domestic

inbound dividends, as the Court held.enz1% The case concerned Austrian legislation, which
provided that dividends frordomestic corporations were taxed to residindividuals at a

reduced rate while dividends from foreign shares were taxed at the ordinary rate of income tax.
In the same line, discrimination exists where the tax system provides for an exemption of

income ax at the level of the individual sharédher for dividends paid by a national company
while a tax is dué even with a tax credit being grantédn the case of dividends received
from an EU company®® The Court ruled in a similar way as regards a comstiayeholder,

in Haribo, concerning intecompany dividend$t°

Credit

80. One method to avoid double taxation of dividends consists in granting the shareholder a

credit corresponding to all or part of therporation tax paid by the distributing company. In

Finland, the shareholder of a Finnish company was granted such a credit, corresponding to the

Finnish corporation tax rate. The credit did not apply in respect of foreign dividends. In
Manninen ! the Cout held that the denial of the credit in respect of dividls from other
Member States constituted a restriction on the free movement of capital.

102pgra. 5657.

103 |_aw to Maintain and Improve the Attraction of the Federal Republic as a Site for Business of 13 September

1993, BGBI. I, p.1569.

0435ec. & (4) German Corporate tax law (KStG).

10535ec. 26(7) KStG.

1061 aw on the Furtherance of Corporation Tax Reform of 2@k 1997.

107ECJ, 6 June 2000, Case35/98,Staatssecretarig an Fi nanci +ECRWwWA078.er kooi j en

T h

108ECY, 15 July 2004, Case®15/02L enz v Finanzl an@@Md-t63r ektion f¢r Tiro

109ECJ, 23 April 2009, Case-@06/07,Commission v Hellenic Repuhlic

110ECJ, 10 February 2011, Joined Case$36/028 and €37/08,Haribo Lakritzen Hans Riegel BetriebsgmbH
and¥ st er r ei c hiGvdimanzadtdihzDpemtive part of the judgmenttint 3.

11ECY, 7 September 2004, Cas@19/02,Manninen ECRI-7215.
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I n reaction to the Courtos | udd'asdidFrancéi nl and

the United Khgdom and Germany.

The same conclusion was reacheMilicke'4in respect of the German tax credit granted to
shareholders of domestic corporations, corresponding to the (lower) corporation tax rate on
distributed profits (30%).

Following the decision, Germany in order to limit the foreseeable claims for taxdsdfas
changed its procedural a2 The imputation system has been replaced by a partial income
system whereby 60 percent only of the dividends received are subject to tax in the hand of the
shareholdet®

However, an unfavourable tax treatment of foredgmdends is not always contrary to the EC
Treaty. InKerckhaertMorres '’ the Court found that Belgian law was not contrary to the free
movement of capital as it did not discriminate between Belgian dividends and dividends from
other Member States. EveinBelgian individual taxpayers receiving foreign dividends bear a
foreign withholding tax burden plus Belgian taxation on the net dividend at the rate of the
Belgian withholding tax, whereas Belgian taxpayers receiving Belgian dividends will only bear
the Belgian withholding tax, resulting in a higher net dividend, the same rate of tax applies in
Belgium to both classes of income. The situatioKénckhaertMorresis thus different from

the one found in théerkooijen Lenz, orManninen cases, where thed of residence treated
foreign dividends differently from domestic dividends, denying to the former a tax benefit
granted to the latter.

Intra -group dividends

81. Finally, the question of the tax treatment of irgraup dividends has also been addressed
by the Court. InFranked Investment Income (FIl) Group Litigatiogt'® the Court had to
examine various differences in the tax treatment of foreign and domestic inbound dividends
received by UK parent companies in relation with ACT, some of which were found
incompatible with EC law. Especially, the Court held that when the State of residence grants
relief to mitigate double taxation of dividends received from resident compamasstitreat
dividends paid by nenesident companies in the same way; howeves ribt precluded by EU

law for the State of residence to provide for exemption of domestic dividends and to tax
dividends paid by noenesident companies if, for those lattaertax credit is granted in such a
way that the dividend paid by a noesident corpany is not tax higher than the domestic

112 As regards refunds, see Bill HE 57/2005 effective as of 15 August Z00S @Qnline, 18 August 2005),
extending refunds to EEAtsations.

113 See Finance Law 2004. On 21 December 2866 Administrative Lower Court of Versailles ruled that the
French |l egislation on the fAavoir fiscalo tax credit
of capital principle and orded for a refund of EUR 156 millioAlNSOnline (21 Féruary 2007) mentions a
possibility for the French State to have to refund between EUR 3 and EUR 5 billion.

C

4ECY, 6 March 2007, CaseZ92/04Me i | i cke, Weyde, S-tnAehsfalt,ECR1835Fi nanzamt

1155ec. 175 of the General Tax Code; Cordewefie Germany, in Brokelind (2007), p. 151.

Kramer, J., AGerman Credit Shoul d MatTblh201®,@r2és5 gn Tax

117ECJ, 14 November 2006, Cases€3/04,KerckhaertMorres v Min. of Finance, ECR10967; description of

the facts in Malherbe, J., and Wathelet, M., 'Pending cases Filed by Belgian Courts: The Kekt@lrasrtase',

in Lang, M., Schuch, J. and Staringer, BCJi Recent Developments in Direct Taxatidfienna, Linde Verlag,
2006,p. 53; See, for a similar decision on dividend distributions from France to Italian residents, ECK, 4 February
20116(Order), Case-[94/15, Baudinet, Bayer v Agenzia delle Entiiaf@iresione Provinciale | de Torino.

18ECY, 2 December 2006, Case4d6/04 Test Claimants in the FIl Group LitigatipE CRI-11753.
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dividend. The Court repeated this statement inTidxst Claimants in the CFC and Dividend
Group Litigation 9

In Test Claimants in the (FIl) Group Litigation , and Test Claimants in the CFC and
Dividend Group Litigation, the Court had to examine differences in the tax treatment of
domestic and inbound dividends received by UK parent compdinedJK operated, in order

to avoid econonaidouble taxation of dividends, a system of partial imputatdmen a resident
company distributed profits, the shareholders could impute part of the corporation tax paid by
the company on its own tax by way of tax credit.

In order to be sure that the diewould correspond to a corporation tax actually paid, the
distributing companylth t o pay, when making the distribu
(ACT) equal to the percentage creditable by the shareholder.

Subsequently, the company coirdpute the ACT on its (mainstream) corporation tax and, if
its liability was insufficient, cay it back or forward to other accounting periods or surrender it
to subsidiaries which could use it.

When a resident company received a dividend from anothderdsompany, such dividend

was not subject to corporation tdesides, the ACT paid by thstributing subsidiary could

be set off against the ACT due by the parent when the latter redistributed the diVidend.

dividend and the tax creditcorrespamdj t o t he ACT constituted t of¢
incomeo (FI1).

On the contrary, when dK resident company received dividends from a foreign subsidiary,
the dividend was not subject to corporation tax, but the UK parent could set off against its
corporation tax:

- the withholding tax levied abroad on the distribution (direct credit);

- if it held more than 10 % of the voting rights in the subsidiary, the underlying
corporate tax paid abroad by the subsidiary on the income distributed up to a limit
formedby the UK corporate tax which would have been due on this income (indirect
credit).

Thisresht ed often in a payment by the parent of
against a final tax liability: the tax liability had already been met by thegiortax credit; no
tax credit was granted on the ACT on (partial) account of the foreigoredeptax paid.

As of 1994, the UK introduced an optional regime under which the UK company receiving
dividends from a nomesident subsidiary could treatitaBd or ei gn i ncome di vi

When the parent company redistributed the dividend, it wahtelto pay ACT but, when it
became liable to corporation tax, could later reclaim the surplus ACT which could not be set
off with the tax.

In that case howevethe individual shareholders receiving the dividend were not entitled to a
tax credit.

The Cout held that a Member State which wishes to prevent the imposition of a series of
charges to tax as distributed income could choose between various systens\adiffepent
systems to foreign and domestic dividends, provided that foreign dividendsetareated

less favourably than domestic dividends in comparable situations.

119 ECJ Order, 23 April 2008, Case2D1/05,The Test Claimants in the CFC and Dividend Group Litigation v
Commissioners of Inland Revenue, HCEB75.
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In that respect, exemption and imputation are acceptable, even if imputation isqidisesal
administrative burdens on the recipient, those burdens being an intrinsic tharsgstem.

However, when corporate shareholders owning less than 10 % of a foreign distributing
company are denied the indirect credit for the underlying taaiddyy the distributor, freedom

of movement of capital is infringeBoreign and domestic dokends are not treated in the same
way.

On the contrary, a UK company receiving foreign dividends is discriminated when it is denied
the right to deduct from the@T due upon redistribution of the dividend any amount on account
of the corporation tax paidylthe distributing foreign subsidiary, whereas a UK parent may
deduct from the ACT due the ACT paid by a domestic distributing subsidiaig/latter ACT

is nothing else than a portion of the corporation tax due by the domestic subsidiary.

The foreign susidiary did not pay ACT but it has paid corporation tax in its own jurisdiction.
The corporate recipient of foreign dividends is therefore subject to aloasldisadvantage
which is contrary to Articles 49 (43 EC) and 63 (56 EC) of the TE{U.

It is alsodiscriminatory to allow a resident company to surrender ACT to domestic subsidiaries
and not to allow the company to surrender it to foreigbsidiaries owing corporation tax in
the UK 1%t

The FID system was also found contrary to the Treatgsident corpany receiving a foreign
dividend was meant to be put on the same footing as a company receiving ddivielsings:
the latter could offsedgainst its ACT due the ACT paid by sisbsidiarythe former would not
be subject to ACT in the long run, but hagon redistribution of the foreign dividend to pay
ACT first and to reclaim it subsequently, suffering thereby a-lashdisadvantage.

The denial of a tax credit to ultimate shareholders receiving the redistribution of a FID
constituted another discrimation, compelling the redistributing company to pay out a higher
dividend if it wanted that its shareholders be in the same position 88 thoeiving the
redistribution of a UK source divideré?

These cases led to the demise of imputation systemslimtbe. They were generally replaced
by systems under which part of the dividend received by an individual shareholder is subject to
tax. This is the case in Finland.

Method of prevention of double taxation

82. Special attention must now be given to the metlmed in order to prevent the international
double taxation of dividends.

In Commission v. Greegehe Court held asliscriminatory a tax regime providing for an
exemption of income tax at the level of the individual shareholder receiving dividenda from
national company while a tax is dileeven with a tax credit being grantédn the case of
dividends received fromnaEU company?3

In Cobelfret!?* where the Court had to interpret the Pa®ubsidiary Directive, it held that
exempti on animthei casp oftskaatehotmers réceiving those dividends, do not
necessarily lead tothe samereéult Thi s | s stademenabyihe ELCJ, that might be
understood either as meaning that Member States are at liberty to construe their exemption or

120Case €446/04,Test Claimantsinthe FlGwop Li t i gHR2i on, A 99
2'Casec4 46/ 04, Test Claimants +189.the FIIl Group Litig
122Casec4 46/ 04, Test Claimants #l@3. the FIIl Group Litigati:q

123ECY, 23 April 2009, Case-@06/07,Commission v HelleniRepublicECRI-62.
124ECJ, 12 February 2009, Cas€lB8/07,Belgische Staat v Cobelfret N ECRI-731.



tax cralit system in the less detrimental way for their revenue or as meaning that, due to the
different tax burden in thet&e of source, equivalence of the methods cannot be guaranteed in

all figures. According to t hemeBteelpaentaompang i vi d
is indirectly taxed on its dividends in subsequent years which is contrary to the Directive.

If a State adopts the exemption method, it may not, as Belgium did, make the exemption a
deduction, subject to the condition that the biereafy company has profits from which the
dividend may be deductéé®

The Court suggests that, where the tax systewigbes for loss carrpver, such carrpver also

must be granted for dividends which have not been effectively exempted under the Diféctive
127

In Cobelfret'?®the taxation of incoming dividends to Belgian companies had been considered
as not in conformity with the parestibsidiary directiveMember States have a choice, in
respect of the tax treatment of parent companies, between exempitnmoraing dividend,
eventually up to 95 % and the grant of an indirect credit in respect of the tax paid by the
subsidiary.

Belgium granted a deduction of the dividend from income, with the consequence that, if the
parent was in a loss situation, theslagas set off withthe dividend and could not be carried
forward to subsequent tax years to be offset with other profits.

The Court held that Belgium was adding to the Directive a condition for the grant of the
exemption, namely that the parent receivimg dividend be in grofit position.

The Tax Administration extended the caayer of the unused dividend deduction to dividends
from the EEA and from third countries with which Belgium has signed a treaty including a non
discrimination clausé?®

For dividends from other ihd countries, a Belgian Court held that the free movement of capital
could not be relied upon because the restriction existed already in 1993 and is grandfathered by
article 63 TFEUL®®

125ECJ, 12 February 2009, CaselB@8/07, Belgische Staat v Cobelfret NV. See also ECJ, 4 June 2009, Joined
Cases €139/07, Belgische Staat v KBC Baakd G499/07, Beleggen iRicokapitaal Beheer NV v Belgische

Staat.

126A 2®

127 1n the Joined Cases KBC and Risicokapitaal, the Court confirmed its statement in Cobelfret, as regards
dividends paid by Belgian companies and by ttiodintries companies (BC4 June 2009, Cases439/07 ancd
C-499/07, Belgische Staat v KBC Bank NV and Beleggen, Risicokapitaal Beheer NV v BelgischieEStadt

4409). Belgium complied: see Law of 21 December 2009, Art. 8, in force as from 1 January 2010, and circulars
of 23June and 12 October 2009

128ECJ, 12 February 2009, Cas€lB8/07, Belgische Staat v Cobelfret N.V., ECR.

129 Circular letters of 23 June 2009 and 12 October 2009.

130 Civ. Brussels, 1 February 2011, Fisc. Act., 2011, nr. 9, p. 10.
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